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Complement to AICPA Audit and Accounting Guide 
A u d its  o f Brokers a n d  D ealers in Securities
Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial 
statements of broker-dealers in securities with an overview of re­
cent economic, industry, regulatory, and professional develop­
ments that may affect the audits they perform. Because securities 
broker-dealers often deal in commodity futures or function as 
commodity pool operators, this year’s Audit Risk Alert expands 
the discussion of recent developments to include matters that 
may affect the audits of commodity entities as well. This docu­
ment has not been approved, disapproved, or otherwise acted 
upon by any senior technical committee of the AICPA.
The staff of the AICPA is grateful to the Stockbrokerage and In­
vestment Banking Committee and the securities and commodity 
futures regulatory staffs for their contributions to this document. 
Also, the staff is thankful to the U.S. department of the Treasury 




Accounting and Auditing Publications
Copyright © 1999 by
American Institute o f  Certified Public Accountants, Inc.,
New York, NY 10036-8775
All rights reserved. For information about the procedure fo r  requesting 
permission to make copies o f  any part o f  this work, please call the AICPA 
Copyright Permissions Hotline at 201-938-3245. A Permissions Request Form 
fo r  emailing requests is available at www.aicpa.org by clicking on the copyright 
notice on any page. Otherwise, requests should be written and mailed to the 
Permissions Department, AICPA, Harborside Financial Center, 201 Plaza Three, 
Jersey City, NJ 07311-3881.
1 2 3 4 5 6 7 8 9 0  AAG9 9
In This Year’s A lert...
• What significant industry and  econom ic developments are relevant to 
the audits o f  broker-dealers and  commodity entities? Page 7
• What are some o f  the regulatory developments a ffecting the securities 
industry? Page 14
• What are some o f  the f in a l rules issued by the Securities and Exchange 
Commission during 1999? Page 15
• What are some o f  the f in a l rules issued by the Commodity Futures 
Trading Commission during 1999? Page 21
• What are the significant issues raised in the most recent “Dear CPO” 
letter? Page 23
• What are some o f  the f in a l rules issued by the s e l f  regulatory 
organizations during 1999? Page 27
• What are some o f  the developments that have taken p la ce in the last 
yea r with respect to the Year 2000 Issue? Page 28
• What should auditors consider when auditing trades in an online 
environment? Page 31
• What are the implications o f  increased volumes o f  new  
accounts? Page 33
• What are some o f  the audit issues relating to the EMU’s adoption o f  the 
euro? Page 33
• What is the Independence Standards Board? What new rules has the 
Independence Standards Board issued? Page 35
• What are the audit issues relating to the value o f  commodity exchange 
memberships? Page 36
• What is money laundering? What are the auditor’s responsibilities with 
respect to money laundering? Page 38
• What are some topics that the SEC may be fo cu sin g on? Page 45
• What new audit and attestation standards has the AICPA issued in the 
past yea r which can affect broker-dealers? Page 48
What new accounting standards has the FASB issued in 1999 which 
can affect broker-dealers? Page 51
What are some o f  the recent developments relating to FASB Statement 
No. 125? Page 52
What are some o f  the outstanding exposure drafts that have been 
released by the FASB fo r  comment? Page 53
What are some o f  the outstanding exposure drafts fo r  proposed 
Statements on Auditing Standards that have been released fo r  
comment by the Auditing Standards Board? Page 55
What are the recent developments regarding audit committee 
oversight? Page 57
Table of Contents
Securities Industry Developments— 1999/2000............................ 7
Industry and Economic Developments............................................7
Regulatory Developments................................................................. 14
Securities and Exchange Commission Regulations.................15
Other Recent Securities and Exchange 
Commission Developments..................................................... 20
Commodity Futures Trading Commission Regulations.......21
Commodities Futures Trading Commission Annual 
“Dear CPO” Letter...................................................................23
Self-Regulatory Organization Regulations.............................. 27
Audit and Attestation Issues and Developments......................... 28





Value of Commodity Exchange Memberships....................... 36
Money Laundering Activities and the Auditor's 
Consideration of Illegal Acts.................................................... 38
FASB Statement No. 133 and Hedge 
Accounting Topics..................................................................... 41
Accounting for Restructuring Charges..................................... 43
SEC-Related Accounting and Auditing Topics............................ 45
Use of Allowances for Credit Losses for 
Trading Activities...................................................................... 46
Determining Fair Value of Trading Assets............................... 46
Segment Information..................................................................47
New Audit and Attestation Standards............................................48
AICPA Accounting and Auditing Literature...........................49
Accounting Issues and Developments............................................51
New FASB Pronouncements..................................................... 51
FASB Statement No. 125 Developments.................................52
Reporting on the Costs of Start-Up Activities.........................53
On the Horizon.................................................................................. 53
FASB Exposure Drafts Outstanding.........................................53
Auditing Standards Board Exposure 
Drafts Outstanding................................................................... 55
Audit Committee Oversight...................................................... 57
Decimalization............................................................................. 60
References for Additional Guidance............................................... 61
A ppen d ix— Federal  R e g u lat io n s R elated  t o  
M o n e y  La u n d e r in g ................................................... 63
Securities Industry Developments— 1999/2000
Industry and Economic Developments
What significant industry and economic developments are relevant to 
the audits of broker-dealers and commodity entities?
The growth of the U.S. economy in recent years continued in 
1999. The current period of expansion, the second longest in his­
tory, will break the record of one hundred and six months if  the 
expansion continues into early next year. The global economy 
also showed some signs of improvement through the first three 
quarters of 1999 following ominous economic news in 1998. 
Take a look at some of the specific economic statistics and devel­
opments during the past year.
• The Federal Reserve raised its federal funds rate, the rate at 
which banks lend to each other overnight, from 4.75 per­
cent to 5 percent in June, followed by a second increase in 
August to 5.25 percent.
• In March 1999, the Dow Jones Industrial Average (DJIA) 
closed at 10,000 for the first time, just three and a half 
years after reaching its first close above 5,000. Soon after 
reaching 10,000, the DJIA passed 11,000. It did not re­
main above this level, however, because the equities market 
displayed periods of volatility during 1999. For example, 
during a one-week period in September 1999, the DJIA 
lost over 500 points, ending the week at just under 10,300. 
The National Association of Securities Dealers Automated 
Quotation (NASDAQ) composite fell nearly 130 points 
during that same week.
• Inflation remained low at about 2 1/2 percent.
• Emerging market currencies, following a turbulent 1998, 
settled into a quieter period through the third quarter of 
1999.
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The favorable profit performance of the securities industry in re­
cent years continued through the first and second quarters of 
1999. Merger and acquisition activity, which had escalated 
steadily during the past few years, continued to remain strong in 
1999, including global merger and acquisition activity. Under­
w riting activity did not meet the record levels experienced in 
1998, but nevertheless continued to remain strong in 1999.
Despite the positive economic factors in 1999, there were some 
indications of difficulties by both individual and corporate bor­
rowers in meeting payments for their debt obligations. Also, not 
all sectors of the economy were equal benefactors of the current 
economic prosperity.
Chapter 5, “Auditing Considerations”, in the Audit and Account­
ing Guide Brokers a n d  D ealers in  S ecurities (the Guide) empha­
sizes that before the start of the audit, the auditor should review 
the guidance in Statement of Auditing Standards (SAS) No. 22, 
P lann in g a n d  Supervision  (AICPA, Professional Standards, vol. 1, 
AU sec. 311), regarding specific procedures that should be con­
sidered in planning an audit in accordance with a generally ac­
cepted auditing standards (GAAS). The planning process 
includes gaining an understanding of the business and considera­
tion of other important factors that affect the broker-dealer, in­
cluding external economic factors.
The particular circumstances of each audit will likely affect the na­
ture and extent of the information regarding external economic 
factors that needs to be considered. This determination may de­
pend on, among other things, the particular products and services 
provided by the broker-dealer, the nature of the broker-dealer's cus­
tomers, and the environment in which the broker-dealer operates.
During the past year, the securities industry has undergone sig­
nificant changes that have resulted from technological develop­
ment. Overall, spending for information technology has 
increased as broker-dealers continue to make the technological 
improvements needed to meet the demands of increased trading 
volumes and the development of electronic commerce, including 
the need to operate effectively using the Internet.
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The Impact of Technology and Electronic Commerce
How have technology and electronic commerce affected broker- 
dealers and the securities industry? One area is online trading. The 
rapid growth in the number of online brokerage accounts in the 
United States experienced in the past few years continued in 1999. 
More full service brokers also have begun to offer this service, 
which was initially embraced mostly by discount brokerage firms. 
A number of brokerage firms offering online stock trading services 
have increased online offerings to retail customers to also include 
fixed income products. Also, in some instances, online trading has 
resulted in changes in the commission and product pricing struc­
tures for some broker-dealers. See the discussion entitled “Online 
Brokerage” in the “Audit and Attestation Issues and Develop­
ments” section of this Audit Risk Alert for additional information.
Another result of technological development is the growing num­
ber of alternative trading systems (ATS). ATS include electronic 
communication networks (ECN), which match buyers and sellers 
in securities for a commission. The ECN themselves do not com­
mit capital to facilitate trading. Originally used by institutional in­
vestors, ECN are increasingly being used for the retail market. In 
December 1998, the Securities and Exchange Commission (SEC) 
adopted final rules allowing ATS to choose whether to register as 
national securities exchanges or as broker-dealers complying with 
additional requirements. This SEC final rule is discussed in the 
“Regulatory Developments” section of this Audit Risk Alert.
The development of ECN has resulted in increased opportunities for 
extended trading hours, or after-hours trading beyond the current 
trading hours of the traditional stock exchanges. In addition to the 
after-hours trading opportunities offered by the ECN, traditional ex­
changes have made plans to offer after-hours trading. The SEC, Na­
tional Association of Securities Dealers (NASD), New York Stock 
Exchange (NYSE), along with other representatives from the securi­
ties industry and consumer groups, have established working groups 
to address the issue of after-hours trading, including the following:
• Investor protection and education, including educating in­
vestors about the risks and rewards of after-hours trading
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• Clearance, settlement, and operations, including back- 
office issues, such as the calculation of net margin and sys­
tems implications
• Trading conventions, the dissemination of market data, 
trading halts for corporate news and other developments, 
and intermarket trading rules
• Options market issues, coordination with the stock mar­
kets, dissemination of options market data, back office is­
sues, and the effects on exercise and settlement procedures
One of the matters to be considered by auditors is whether con­
ditions arising from these technological changes w ill increase 
audit risk. For example, as stated in SAS No. 82, Consideration o f  
F raud  in  a  F in a n c ia l  S ta tem en t A ud it (AICPA, P ro fe s s io n a l 
Standards, vol. 1, AU sec. 316), rapidly changing technology may 
represent a fraud risk factor. The auditor's professional responsi­
bilities in this regard are set forth in SAS No. 82. SAS No. 82 pro­
vides guidance to auditors in fulfilling their responsibility to plan 
and perform the audit to obtain reasonable assurance about 
whether the financial statements are free of material misstate­
ment, whether caused by error or fraud. SAS No. 82 provides ex­
amples of the risk factors that relate to misstatements arising from 
fraudulent financial reporting.
Help Desk—For further information on fraud, refer to the 
AICPA Practice Aid, Considering Fraud in a F inancial State­
m ent Audit: Practical Guidance f o r  Applying SAS No. 82 (Prod­
uct No. 008883kk), which walks the practitioner through the 
issues likely to be encountered in applying SAS No. 82 and 
provides valuable tools, such as sample documentation. It also 
provides specific guidance on applying the concepts of the 
Statement to broker-dealers.
New systems or technology also may have implications with re­
gard to broker-dealers and their internal control. Auditors should 
obtain a sufficient understanding of internal control to plan the 
audit and to determine the nature, timing, and extent of tests to 
be performed. SAS No. 55, Consideration o f  In tern a l C ontrol in  a  
F inan cia l S ta tem en t A udit (AICPA, Professional Standards, vol. 1,
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AU sec. 319), as amended by SAS No. 78, C onsideration o f  In ter­
n a l C on tro l in  a  F in a n cia l S ta tem en t A udit: An A m endm en t to 
S ta tem en t on  A ud itin g  S tandards No. 55  (AICPA, P ro fe ss ion a l 
Standards, vol. 1, AU sec. 622), provides guidance on the inde­
pendent auditor’s consideration of an entity’s internal control in 
an audit of financial statements in accordance w ith GAAS. 
Among other things, the Statement states that risks relevant to fi­
nancial reporting include external and internal events and cir­
cumstances that may occur and adversely affect an entity’s ability 
to record, process, summarize, and report financial data consis­
tent w ith the assertions of management in the financial state­
ments. Risks can arise or change as a result of circumstances such 
as the following:
• Changes in the operating environment
• New personnel
• New or revamped information systems
• Rapid growth
• New technology




Auditors should be alert to the implications on the internal control 
of their broker-dealer clients in circumstances such as those noted 
above. In addition, consider SAS No. 60, Com munications o f  In ter­
n a l C ontrol R elated M atters N oted in  an  A udit (AICPA, Professional 
Standards, vol. 1, AU sec. 325), which provides guidance in identi­
fying and reporting conditions that relate to a broker-dealer’s inter­
nal control observed during an audit of financial statements.
Auditors of broker-dealers investing in ECN may wish to con­
sider the guidance in SAS No. 81, A uditing Investm en ts (AICPA, 
Professional Standards, vol. 1, AU sec. 332). SAS No. 81 provides 
guidance to auditors in auditing investments in debt and equity
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securities investments accounted for under Accounting Principles 
Board (APB) Opinion No. 18, The Equity M eth od  o f  A ccoun ting  
f o r  Investm ents in  C om mon Stock. See “On the Horizon,” later in 
this Audit Risk Alert, regarding the proposed Statement on Au­
diting Standards that would supersede SAS No. 81.
Technological developments in the securities industry have af­
fected not only broker-dealers but also their customers. Cus­
tomers now have access to information on their security 
investments and other financial information through a variety of 
sources, including numerous Web sites. Pricing information on 
security investments can be accessed throughout the day through 
the Internet, Internet-ready cell phones, and other wireless 
sources such as pagers or personal digital assistants. Software pro­
grams are available that enable customers to prepare technical fi­
nancial analyses. A number of wireless devices have been 
developed that enable investors to place trades using a pager.
Broker-dealers, in seeking to meet the challenges of the current 
environment, may be experiencing increased competitive pres­
sures to develop new pricing strategies or to change established 
methods for delivering services to clients. A number of broker- 
dealers have been exploring the opportunities to provide services 
to customers via nontraditional channels. For example, invest­
ment banks have begun offering investment banking services via 
the Internet, providing customers with expanded access to initial 
public offerings (IPO). Some broker-dealers have been changing 
the nature of products provided to customers who prefer to take a 
more active role in managing their own securities investments. In 
meeting these competitive pressures, broker-dealers may be re­
quired to significantly modify existing processing systems or to 
develop new processing systems that will be able to meet people’s 
increased expectations of information processing. Additionally, 
new products that can be increasingly complex and sophisticated 
may be developed to meet customer needs or to effect trading 
strategies. New personnel may be required or existing personnel 
may require additional training to properly service and account 
for new products, lines of business or services, as well as to imple­
ment and maintain new systems.
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Europe’s Economic and Monetary Union
On January 1, 1999, financial markets in the eleven European 
nations of the European Union’s Economic and Monetary Union 
(EMU) began trading securities in the euro, the new single eu­
rocurrency that it has created. Cross-country exchange rates be­
tween the eleven member nations no longer exist, and only one 
rate is published— national rates to the euro. See the discussion 
entitled “The Euro in the Audit and Attestation Issues and De­
velopments” of this Audit Risk Alert for additional information 
on this issue.
The Commodities Industry
In recent years, the lines between the securities and commodities 
industries have become less distinct. Broker-dealers frequently 
function in areas that are subject to regulation by the Commod­
ity Futures Trading Commission (CFTC). They may deal in 
commodity and financial futures or advise and operate entities 
(pools) that do so. To conduct such activities, they must register 
with the CFTC as futures commission merchants (FCM), intro­
ducing brokers (IB), commodity pool operators (CPO), or com­
modity trading advisers (CTA). The 1983 Shad-Johnson Accord 
between the SEC and the CFTC delineated the areas of each 
agency’s authority for different financial products.
Rapid advances in technology and a number of alliances among 
the world’s trading exchanges have radically changed the picture 
for the commodities industry in the past several years. Respond­
ing to increased competition, many commodities firms are focus­
ing more of their attention and effort on reducing costs and 
retaining customers. Traditional outcry trading on commodity 
exchange floors is being challenged by trading on electronic ex­
change platforms. This development may influence the value of 
memberships in exchanges that use open outcry trading. For a 
discussion of the audit implications related to the value of ex­
change memberships, see the discussion entitled “Value of Com­
modity Exchange Memberships” in the “Audit and Attestation 
Issues and Developments” section of this Audit Risk Alert.
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The volume of futures and options contracts traded bears directly 
on the revenues of commodity brokers. Futures and options trad­
ing amounted to 309 .5 m illion contracts for the first half of 
1999, slightly below the first six months of 1998. A number of 
experts anticipate that if  this trend in volume holds for the bal­
ance of 1999 and commission rates do not deteriorate, the level 
of commission income for commodity brokers in 1999 should be 
comparable to the record-setting level of 1998.
Executive Summary— Industry and Economic Developments
• The growth of the U.S. economy in recent years continued in 1999. 
The current period of expansion, the second longest in history, will 
break the record of one hundred and six months if the expansion 
continues into early next year.
• During the past year, the securities industry has undergone signifi­
cant changes resulting from technological developments. Auditors 
should be alert to the implications of such changes on the risk of ma­
terial misstatement that result from fraud.
• Broker-dealers, in seeking to meet the challenges of the current envi­
ronment, may be experiencing increased competitive pressures, and, 
as a result, have been exploring the opportunities to provide services 
to customers via nontraditional channels. New systems or technol­
ogy, new personnel, or new products or activities can affect the oper­
ations of the broker-dealer and its internal control.
• Rapid advances in technology and a number of alliances among the 
world's trading exchanges have radically changed the picture for the 
commodities industry over the past several years. Responding to in­
creased competition, many commodities firms are focusing more of 
their attention and effort on reducing costs and retaining customers.
Regulatory Developments
What are some of the regulatory developments affecting the securities 
industry?
Chapter 5 of the AICPA Audit and Accounting Guide Brokers 
a n d  D ealers in  S ecurities, discusses auditing considerations for an 
audit of the financial statements of a broker-dealer. The Guide
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notes that the regulatory environment of a broker-dealer has a 
major effect on the audit of a broker-dealer because of the re­
quirements that auditors report on the adequacy of the broker- 
dealer's internal control and on its compliance with the specific 
rules addressing financial responsibility and recordkeeping. 
Accordingly, certain tests of controls are performed even if  the 
auditor might not otherwise do so.
The audit and reporting requirements for securities broker-dealers 
are regulated by rule 17a-5 under the Securities Exchange Act of 
1934 (the 1934 Act). An alternative regulatory framework has been 
created for over-the-counter derivatives dealers that establish a spe­
cial class of broker-dealers who may choose to register with the 
SEC under a limited regulatory structure. Registered broker-dealers 
in U.S. government securities are regulated by section 405.02 of 
the regulations pursuant to section 15C of the Exchange Act.
Qualifications and reports of independent accountants of com­
modity entities are specified by Regulation 1.16 the Commodity 
Exchange Act (CEA).
Before undertaking the audit of a regulated entity, auditors 
should read the applicable rules and understand the prescribed 
scope of the audit and the related reporting requirements.
Securities and Exchange Commission Regulations
What are some of the final rules issued by the Securities and Exchange 
Commission during 1999?
The following is a summary of some of the rules the SEC issued 
during 1999.
• S egm en t r ep o r tin g . The SEC approved technical amend­
ments to rules 3-03 and 12-16 of Regulation S-X, Items 
101 and 102 of Regulation S-K, and Schedule 14A. The 
amendments conform SEC segment reporting require­
ments to the requirements adopted by the Financial Ac­
counting Standards Board (FASB) in Statement of 
Financial Accounting Standards No. 131, D isclosures ab ou t 
Segm ents o f  an  Enterprise a n d  R ela ted  In form ation . Certain
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requirements relating to disclosure of principal products or 
services and major customers that traditionally have differed 
from FASB Standards have been retained. The amendments 
also address rule changes related to disclosure requirements 
for geographic areas and segment information added to in­
terim reports. The effective date is February 11, 1999.
• Form S-8. The SEC adopted amendments to Form S-8 that 
restrict the use of Form S-8 for the offer and sale of securities 
to consultants and advisers and allow the use of Form S-8 
for the exercise of stock options by family members of em­
ployee optionees. The effective date is April 7, 1999.
• Exempt o ffe r in g s  p u r su a n t to com p en sa to ry  a rran gem en ts . 
The SEC adopted amendments to rule 701 under the Se­
curities Exchange Act of 1933 (the 1933 Act) that provides 
an exemption from registration for securities issued by 
nonreporting companies pursuant to compensatory 
arrangements. Rule 701 allows private companies to sell 
securities to their employees without filing a registration 
statement, a requirement that applies to public companies. 
The rule provides an exemption from the registration re­
quirements of the Securities Act for offers and sales of se­
curities under certain compensatory benefit plans or 
written agreements relating to compensation. The amend­
ments make rule 701 more useful and eliminate unneces­
sary restrictions. The effective date is April 7, 1999.
• Rule 504 o f  R egu lation D. The SEC adopted amendments 
to rule 504 of Regulation D. Rule 504 provides an exemp­
tion from Securities Act Registration for securities offerings 
of nonreporting companies that do not exceed an aggregate 
annual amount of one million dollars. Rule 504 permits a 
nonreporting issuer to offer and sell securities to an unlim­
ited number of persons without regard to their sophistica­
tion or experience and without delivery of any specified 
information in a public offering. Rule 504 has been modi­
fied to limit the circumstances in which general solicitation 
is permitted and “freely tradable” securities may be issued in 
reliance on the rule. The effective date is April 7, 1999.
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R ule 3 a 12 -8  ex em pt secu rities . The SEC adopted amend­
ments to rule 3a12-8 adding Sweden and Belgium to the list 
of countries whose debt obligations are exempted by rule 
3al2-8. Rule 3al2-8 was adopted under the 1933 Act to des­
ignate debt obligations issued by certain foreign governments 
as exempted securities under the Exchange Act solely for the 
purpose of marketing and trading futures contracts on those 
securities in the United States. The effective dates are June 2, 
1999 (for Sweden) and March 5, 1999 (for Belgium).
Brok er-dea ler registration a n d  rep ortin g—Form BDW. The 
SEC amended Form BDW and related filing procedures 
under the Exchange Act to implement changes recommended 
to allow filings from the World Wide Web. Form BDW is re­
quired to be used by all broker-dealers that seek to withdraw 
from registration with the SEC. The amendments clarify 
Form BDW and its filing procedures and also adopt other 
minor rule revisions relating to the status of Form BDW as a 
report under the Exchange Act and when a filed Form BDW 
becomes effective. The effective date is June 9, 1999.
EDGAR System. The SEC adopted amendments to its rules 
governing the Electronic Data Gathering and Retrieval 
(EDGAR) System that are intended to make the EDGAR 
System easier for filers to use, and to make documents more 
readable for public users. The rule amendments reflect ini­
tial changes to filing requirements resulting from the SEC's 
EDGAR modernization project as well as other changes 
clarifying or updating SEC rules. Under the final rules, the 
SEC will accept filings submitted to EDGAR in HyperText 
Markup Language (HTML) in addition to documents sub­
mitted in the American Standard Code for Information In­
terchange (ASCII) format. Filers w ill have the option of 
accompanying their required filings with unofficial copies in 
Portable Document Format (PDF). The effective date is 
June 28, 1999. The SEC also adopted an updated edition of 
the EDGAR Filer Manual and provided for its incorpora­
tion by reference into the Code of Federal Regulations 
(CFR). The effective date is October 18, 1999.
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• B rok er-d ea ler reg istra tion  a n d  r ep o r tin g—Form  BD. The 
SEC amended Form BD, the uniform broker-dealer regis­
tration form and related rules under the Exchange Act. 
The amendments are m ainly technical and formatting 
changes needed to accommodate electronic filing in “Web 
CRD ,” the new Internet-based Central Registration De­
pository system, a computer system operated by the 
NASD that maintains registration information regarding 
broker-dealers and their registered personnel. The effective 
date is July 30, 1999.
• O pera tion a l ca p a b ility  req u irem en ts . The SEC adopted 
temporary rules 15b7-3T, 17AD-21T, and 17a-9T under the 
Exchange Act, effective August 30, 1999. Rules 15b7-3T 
and 17Ad-21T require registered broker-dealers and non­
bank transfer agents to ensure that their mission-critical 
computer systems are year 2000 compliant by August 31, 
1999, or to certify that any material year 2000 problems in 
mission-critical systems will be fixed no later than Novem­
ber 15, 1999. Rule 17a9-T requires certain broker-dealers 
to make and preserve a separate trade blotter and securities 
record or ledger as of the close of business of the last three 
business days of 1999. These rules are intended to reduce 
the risk to investors and the securities markets posed by 
broker-dealers that have not adequately prepared their 
computer systems for the millennium transition. The ef­
fective date is August 30, 1999. See the discussion entitled 
“The Year 2000 Issue” in the “Audit and Attestation Issues 
and Developments” section of this Audit Risk Alert for 
additional information on the Year 2000 Issue.
• A m endm ent to ru le 10b-18. The SEC amended rule 10b-18 
under the 1934 Act. Rule 10b-18 provides a “safe harbor” 
from liability for manipulation under Sections 9(a)(2) and 
10(b) of the 1934 Act, and rule 10b-5 thereunder. In order 
to improve liquidity during severe market downturns, the 
amendment modifies the rule’s tim ing condition during 
the trading session immediately following a market-wide 
trading suspension.
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• A lterna tive tra d in g  system s. The SEC adopted new rules 
and rule amendments to allow alternative trading systems 
to choose whether to register as national securities ex­
changes, or to register as broker-dealers and comply with 
additional requirements under Regulation ATS, depending 
on their activities and trading volume. The SEC also 
adopted amendments to rules regarding registration as a 
national securities exchange; repealed rule 17a-23, previ­
ously adopted to provide information about the activities 
of automated markets operated by broker-dealers; and 
amended the books and records rules by transferring the 
recordkeeping requirements from rule 17a-23 to rules 17a-3 
and 17a-4 as they apply to broker-dealer internal trading 
systems. The SEC excluded from the rule filing require­
ments for self-regulatory organizations (SRO) certain pilot 
trading systems operated by national securities exchanges 
and national securities associations. The effective date is 
April 21, 1999, except for rule 301(b)(3)(I)(D) and (E), and 
rule 301(b)(6)(I)(D) and (E), which is effective on April 1, 
2000, and rule 301(b)(3), with various effective dates.
• N ew  d e r iv a t iv e  s e cu r it ie s  p rod u c ts . The SEC adopted an 
amendment to rule 19b-4 under the 1934 Act to permit 
SRO to list and trade new derivative securities products 
pursuant to existing SRO trading rules, procedures, surveil­
lance programs and listing standards without submitting a 
proposed rule change pursuant to section 19(b) of the Ex­
change Act. The SEC also amended rule 19b-4 to expand 
the scope of SRO matters that do not constitute proposed 
rule changes. The effective date is February 22, 1999.
Help Desk—The complete text of the above rules, along with 
other SEC final rules, including those rules adopted, or 
changes made, subsequent to the publication of this Audit 
Risk Alert, can be downloaded from the SEC’s Web site at 
www.sec.gov.
In December 1998, the SEC issued the following two final rules
which became effective in 1999.
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Other Recent Securities and Exchange Commission Developments
Moratorium on Certain New Rulemaking
The SEC imposed a moratorium from June 1, 1999, until March 
31, 2000, on the implementation of any rulemaking that would 
require major computer reprogramming by SEC-regulated enti­
ties to allow firms to concentrate on year 2000 remediation efforts 
and testing.
Soft Dollar Arrangements
In September 1998, the SEC released the results of the SEC Of­
fice of Compliance Inspections and Examination’s series of sweep 
examinations of soft dollar arrangements, Inspection  R eport on th e 
Soft D olla r P ra ctices o f  B rok er-D ealers, In v es tm en t A dvisors a n d  
M u tu a l Funds. The SEC has defined soft dollar practices as 
arrangements in which products or services other than the execu­
tion of securities transactions are obtained by an adviser from or 
through a broker-dealer in exchange for the direction by the ad­
viser of client brokerage transactions to the broker-dealer. The re­
port describes the results of an examination the SEC conducted 
of on-site inspections of the soft dollar practices of seventy-five 
broker-dealers and two hundred eighty investment advisors and 
investment companies. The report includes examination findings 
for broker-dealers, as well as for investment companies and in­
vestment advisers, including the identification of payments that 
were not made in accordance with the SEC’s interpretations of 
arrangements that are covered by section 28(e) of the 1934 Act, 
which governs soft dollar transactions. The report also included 
the following four recommendations, noting that the SEC 
should—
• Reiterate guidance with respect to the section 28(e) safe 
harbor for “brokerage and research services” provided 
through the use of soft dollars.
• Consider adopting recordkeeping requirements that pro­
vide greater accountability for soft dollar transactions and 
allocations.
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• Modify Form ADV to require more meaningful soft dollar 
disclosure.
• Encourage advisers to strengthen their internal control 
procedures relating to soft dollar activities.
Securities and Exchange Commission Staff Accounting 
Bulletin No. 99, Materiality
The SEC staff released Staff Accounting Bulletin (SAB) No. 99, 
M ateriality, which addresses the application of materiality thresholds 
to the preparation and audit of financial statements that are filed 
with the SEC.1 The SAB reaffirms concepts of materiality as ex­
pressed in accounting and auditing literature as well as long-standing 
case law. It advises auditors not to rely on arbitrary numerical bench­
marks in assessing materiality and the need to consider qualitative 
factors. For more information on the SAB, see the AICPA General 
Audit Risk Alert 1999/2000 or view the full text of the SAB at the 
SEC Web site at www.sec.gov/rules/acctreps/sab99.htm.
Commodity Futures Trading Commission Regulations
What are some of the final rules issued by the Commodity Futures 
Trading Commission during 1999?
The following is a summary of some of the final rules issued by 
the CFTC during 1999.
• R ecordk eeping requirem ents. As part of its continuing pro­
gram to update its rules, the CFTC adopted amendments 
to the recordkeeping requirements contained in its regula­
tions, C.F.R. section 1.31, to allow recordkeepers to store 
most categories of required records on either micrographic 
or electronic storage media for the full five-year mainte­
nance period. The effective dates are June 28, 1999, and 
September 27, 1999.
1 SABs are not rules or interpretations of the SEC; they represent interpretations and 
practices followed by staff o f the Office of the Chief Accountant and the Division of 
Corporation Finance in administering the disclosure requirements o f the federal se­
curities laws.
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• Registration, exemption, a n d  d isclosure rega rd in g trad in g f o r ­
eign  fu tu r es  a n d  op tion  contracts. The CFTC amended rule
30.5 so that foreign IB, CPO, and CTA could obtain ex­
emptions to solicit any customers within the United States 
after filing the appropriate petition. A petitioner would be 
required to show that the petitioner is located outside the 
United States; not subject to the rules of a designated con­
tract market in the United States; and that the petitioner 
consented to the jurisdiction in the United States with re­
spect to transactions subject to Part 30 of the regulations 
promulgated under the CEA. The amendments to rule
30.6 were adopted to level the playing field by requiring 
uniform disclosures to U.S. clients or pool participants by 
IB, CPO, and CTA regardless of whether trading on do­
mestic or foreign exchanges, including uniform disclosures 
that must be made to sophisticated investors. In addition, 
the CFTC issued an order delegating to the National Fu­
tures Association (NFA) the authority to review disclosure 
documents filed pursuant to the amended rules. The NFA 
adopted rule 2-35 containing its requirements for such dis­
closure documents. The effective date is June 28, 1999.
• C ontract applica tions. The CFTC issued final rules that re­
duced the burden on U.S. futures exchanges associated with 
applying for approval of new contracts. Five pages of rules 
in the CFR were replaced with three separate, user-friendly 
application forms that apply to physical delivery futures 
contracts, cash-settled futures contracts, and option con­
tracts. The application forms make use of charts or check­
lists to significantly reduce the paperwork burden on U.S. 
exchanges in applying for CFTC approval of new futures 
and options contracts. In addition, the new application 
forms reduce paperwork by permitting exchanges to use 
third-party generated written materials in support of the 
applications, and eliminate unnecessary narrative informa­
tion. The exchanges can download the application forms 
from the CFTC's Web site and submit completed applica­
tions electronically. The effective date is August 2, 1999.
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• Exemptive, n o -a ction , a n d  in terp reta tive letters. The CFTC 
adopted new Regulation 140.99, which establishes proce­
dures for submitting requests to CFTC staff for exemptive, 
no-action, and interpretative letters. The effective date is 
January 11, 1999.
• Use o f  tw o -p a r t  d isc lo su re d o cu m en ts  f o r  com m od ity  p oo ls . 
CFTC Regulation 4.24 was amended to require, among 
other things, that the CPO of a commodity pool that is 
not required to register its securities under the 1933 Act 
(private pool) must prepare and distribute a Disclosure 
Document, written using plain English principles and lim­
ited to specific disclosure information required by rules 
4.24 and 4.25. In addition, the CPO may prepare and dis­
tribute a Statement of Additional Information (SAI) which 
may include information that is not in the Disclosure Doc­
ument, provided that the information is not misleading or 
otherwise inconsistent with applicable statutes, rules or 
regulations. The effective date is April 30, 1999.
Help Desk—The complete text of the preceding rules, along 
with other CFTC final rules, including those rules adopted, or 
changes made, subsequent to the publication of this Audit 
Risk Alert, can be downloaded from the CFTC’s Web site at 
www.cftc.gov.
Also, the following final rules that were issued by the CFTC in
1998 became effective in 1999.
Commodity Futures Trading Commission Annual “Dear CPO” Letter
What are the significant issues raised in the most recent “Dear CPO"”  letter?
The staff of the CFTC issued a letter, dated February 10, 1999, ad­
dressed to CPO and their independent public accountants outlin­
ing key reporting issues. The letter pointed out the CFTC staff's 
concerns and accordingly may alert the auditor to high-risk issues 
that could affect assertions contained in the financial statements of 
commodity pools. The following summary highlights and updates 
some of the areas of concern cited in the “Dear CPO” letter.
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• F ilin g  rep orts in  a t im e ly  m ann er. For each pool that a 
CPO operates, regulation 4.22(c) [4 .7 (a )(2 )(i ii)  o r  
4 .12(b)(2 )(iii)]  requires the CPO to provide an annual re­
port to investors, to the CFTC (two copies) and to the 
NFA within ninety days of the CPO’s fiscal year-end. CPO 
are strongly encouraged to file one additional copy of the 
annual report with the appropriate CFTC regional office. 
Regulation 4.22(c) further requires that a CPO notify the 
CFTC by the end of January if  it did not operate any com­
modity pools during the preceding year2. If a CPO needs 
an extension of time to file a pool's annual report, it should 
make such a request to NFA before the due date of the re­
port and file a copy of the request with the Division of 
Trading and Markets at the CFTC’s W ashington head­
quarters office. The request must comply with the require­
ments of regulation 4.22(f), which are discussed in CFTC 
Advisory No. 87-1. Except in the case of “funds of funds,” 
extensions are granted only upon a showing of unusual ex­
tenuating circumstances. Moreover, extensions of more 
than forty-five days are rarely, if  ever, granted.
• D isproportionate share o f  n e t in com e. CFTC Interpretative 
Letter No. 94-3, S pecia l A llocations o f  In v estm en t Partn er­
ship Equity, describes the procedures for reporting special 
allocations of partnership equity from limited partners to 
the general partner. These special allocations must be rec­
ognized in the same period as the net income or other basis 
of computation; classified in the income statement as ei­
ther an expense or a special allocation of net income; sepa­
rately reported in the statement of partnership equity; and 
deducted in the computation of net performance and rate- 
of-return information. The Interpretative Letter also ap­
plies to pools filing under Regulations 4.7 or 4.12. The 
CFTC staff found that these special allocations were often 
only shown in the statement of changes in partners’ capital
2 If a pool ceases operations during the year, an audited report must be provided 
within ninety days of the permanent cessation of trading, but by no later than ninety 
days after all funds have been returned to pool participants.
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or discussed in notes and were not being reported on the 
face of the income statement in accordance with regulation 
4.22(e) and the Interpretative Letter. To provide meaning­
ful disclosure, the income statement of a commodity pool 
must show an investor the amount available to all in ­
vestors, net of preferential allocations.
• In fo rm a tio n  c o n c e r n in g  n e t  a sset va lu es. Regulation 
4.22(c)(2) requires that a pool’s annual report include ei­
ther the net asset value per outstanding participation 
unit in the pool as of the end of the current and preced­
ing fiscal years, or the total value of each participant’s in­
terest or share in the pool as of the end of the current 
and preceding years. This information need not be in ­
cluded in the annual report for a rule 4.7 pool if  it has 
already been provided in a separate fourth quarter report 
to participants and is not required for a pool with a rule 
4 .12  exemption. The CFTC staff found that the net 
asset value information was frequently missing.
• Oath o r  a ffirm a tion  by CPO. Regulation 4.22(h) [4 .7 (a) 
(2)(iii)(A ) o r  4.12(b)(iii)(A )] requires that each annual re­
port include a signed oath or affirmation. The CFTC staff 
found that the oath or affirmation was frequently missing 
or there was no signature on the line provided for a signa­
ture. M any CPO incorrectly believe that the oath is re­
quired only w ith the regulators’ copy of the financial 
report. A signed oath, or a copy thereof, is required to be 
distributed with every copy of a financial report, including 
those to each participant or potential participant.
• Subsequent events. Regulation 4.22(c)(5) [4 .7(a )(2 )(i i i ) (3) 
o r  4 .12 (b )(2 )(iii)]  states that a pool’s annual report must 
contain appropriate footnote disclosure and further mater­
ial information as may be necessary to make the required 
statements not m isleading. The CFTC staff interprets 
these regulations to require that significant changes in per­
formance between the date of the financial statements and 
their issuance to investors be reported in notes to the fi­
nancial statements.
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• F und  o f  fu n d s  con s id era tion s. In recent years, there has 
been an increase in the number of “fund of funds” arrange­
ments, in which one pool (investor pool) invests its assets 
in another pool (called the in v es te e  p o o l)  rather than di­
rectly in futures, options, or securities. In a number of 
these arrangements, the investor pool has invested a signif­
icant amount of its assets in one or more investee pools. 
The degree of investment raises financial reporting issues 
for these investor pools. If the investor pool has invested 
substantially all of its assets in a single investee pool, the fi­
nancial statements of that investee pool should be included 
with those of the investor pool. At a minimum, an investor 
pool should disclose the following:
— Name of the pool
— Carrying value of the investment
— L iquid ity information (such as lim itations on w ith­
drawals from the investee pool)
— Summary income statement information in the format 
required under Regulation 4.22(e), including fees paid 
by the investee pool to the investee pools CPO and 
CTAs
• The above information should be disclosed to investor 
pool participants so that they are aware of the nature of 
their pool's investments and risks. Once determined that a 
pool has a major investee pool or a series of investments 
which exceed 10 percent of the investor pool's equity, the 
disclosures are required, except that item (I) can be omit­
ted for grouped, individually non-major investments. The 
disclosures are required for all investments in other invest­
ment companies, whether or not those investees are com­
modity pools.
• O rgan iza tion  costs. Occasionally, a lim ited partnership 
agreement of a pool provides that organization costs be re­
paid to the pool's general partner from the pool’s interest 
income. In such a case, the amounts should not be netted, 
but shown separately in the statement of income.
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Self-Regulatory Organization Regulations
What are some of the final rules issued by the self-regulatory 
organizations during 1999?
Under the 1934 Act, all broker-dealers are required to be mem­
bers of SRO such as the NYSE or the NASD that perform rou­
tine surveillance and monitoring of their members. During the 
past year, the SEC also approved various NYSE and NASD rules 
and rule amendments. Among these were the following.
• Proprietary a ccoun ts o f  an  in trodu cin g  broker. NYSE Inter­
pretation Memo 98-10 extends the requirement to perform 
a Customer Reserve Computation with respect to propri­
etary accounts of introducing brokers (PAIB accounts) car­
ried by their clearing brokers in order for the introducing 
broker to receive allowable asset treatment under rule 
15c3-1 for proprietary assets held at their clearing broker. 
The introducing broker and its clearing broker must agree 
in writing to perform the PAIB reserve calculation under 
the methodology outlined in the no action letter attached 
to the Interpretation Memo. Auditors should be alert to ad­
ditional audit procedures that may be required by the regu­
lators with respect to the correspondent brokers.
• C on firm ation  a n d  a ffirm a tion  o f  secu rities transactions. In 
M ay 1999, the SEC approved a rule change requested by 
the Municipal Securities Rulemaking Board (MSRB), the 
NASD, and the NYSE that w ill allow qualified vendors 
that receive SEC permission to provide confirmation and 
affirmation services for delivery-versus-payment or receive- 
versus-payment trades for institutional customers even 
though they are not registered clearing agencies.
• C arrying agreem en ts. In June 1999, the SEC approved a 
ru le change that amends NYSE rule 382 relating to 
introducing/carrying agreements. The effective date is July 
19, 1999, with certain requirements phased in. Auditors 
should refer to the full text of these and other rules issued 
by the SROs. The amendments—
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-  Provide for increased monitoring and reporting of cus­
tomer complaints regarding introducing organizations.
-  Require specific procedures for exception-type re­
ports offered to introducing organizations by carry­
ing organizations.
-  Address procedures dealing with introducing organiza­
tions that are permitted to issue negotiable instruments 
directly from their carrying organizations.
Audit and Attestation Issues and Developments
The Year 2000 Issue
What are some of the developments that have taken place in the last 
year with respect to the Year 2000 Issue?
The Year 2000 Issue is not a recent development. Nevertheless, 
the securities industry has maintained a significant focus on this 
issue during the past year as January 1, 2000, approaches. Briefly, 
the Year 2000 Issue relates to the inability of many electronic data 
processing (EDP) systems to accurately process year-date data be­
yond the year 1999 because of the long-standing practice of de­
signing computer programs to store dates in the date/month/year 
(dd/mm/yy) format, thus allowing only two digits for each com­
ponent. Such programs will recognize the date January 1, 2000 
(01/01/00) as January 1, 1900, and process data incorrectly or 
perhaps not at all.
Industry and Regulatory Developments
The SEC 's broker-dealer year 2000 monitoring program has the 
following three elements.
• D irect m on itoring. In 1998, the SEC adopted a temporary 
rule requiring certain broker-dealers to file two reports on 
their year 2000 progress. These reports have been reviewed 
by the SEC staff to identify firm-specific Year 2000 Issues.
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• C ollaboration w ith  se lf-regu la to ry  organ izations. The SEC 
has worked w ith the SROs to monitor broker-dealer 
progress and ensure that systems are appropriately tested.
• Industry testing. The Securities Industry Association (SIA) 
coordinated an industry-wide test in March and April of 
1999. Almost four hundred brokerage firms, mutual 
funds, and service bureaus participated as well as U .S. 
Securities Exchanges, the N A SD A Q , clearing agencies, 
and the Depository Trust Corporation. The industry-wide 
test revealed only four year 2000 problems out of more 
than 250,000 test results, and those problems were quickly 
fixed. The SEC continued to work with the Securities In­
dustry Association (SIA), other federal regulators and the 
securities industry to complete further year 2000 testing.
The Futures Industry Association (FIA) also conducted industry­
wide tests during 1999 that included participation by clearing 
member firms and all futures exchanges.
The SEC adopted temporary rules 15b7-3T, 17AD-21T and 
17a-9T under the Exchange Act, effective August 30, 1999. 
Rules 15b7-3T and 17Ad-21T require registered broker-dealers 
to ensure that their mission-critical computer systems are year 
2000 compliant by August 31, 1999, or to certify that any mate­
rial year 2000 problems in mission-critical systems will be fixed 
no later than November 15, 1999. Rule 17a9-T requires certain 
broker-dealers to make and preserve a separate trade blotter and 
securities record or ledger as of the close of business of the last 
three business days of 1999. These rules are intended to reduce 
the risk to investors and the securities markets posed by broker- 
dealers that have not adequately prepared their computer systems 
for the millennium transition. The full text of the final rules are 
available on the SEC Web site at www.sec.gov.
The CFTC, in Advisory 24-99, addressed contingency planning, 
the final phase of year 2000 preparation. Advisory 24-99 provides 
FCM, IB, CPO, and CTA with guidance concerning the need to 
make appropriate plans to address business continuity issues. 
These registrants must have a written contingency plan no later
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than September 1, 1999 that must be provided to the CFTC and 
the registrant's self-regulator upon request.
Auditing Issues
Auditors should be aware of the many auditing and accounting 
considerations that arise out of the Year 2000 Issue, including 
audit planning, going-concern issues, establishing an understand­
ing with the client, valuation, impairment, revenue and expense 
recognition, and disclosure. A comprehensive discussion of these 
considerations can be found in the AICPA general G eneral A udit 
Risk Alert— 1999/2000.
In addition, the AICPA continues to be active in creating aware­
ness of the Year 2000 Issue among its members and the public 
and providing guidance to auditors regarding their responsibili­
ties in audits leading up to the year 2000 through published 
books, articles, and other materials, including the following.
• The AICPA publication The Year 2000 Issue— C urrent Ac­
coun ting a n d  Auditing Guidance provides a wealth of informa­
tion for auditors including discussions related to the following:
-  Introduction to and implications of the Year 2000 Issue
-  Industry-specific considerations
-  Financial reporting issues
-  Auditing issues
-  Disclosure considerations
-  Auditor communications
-  Practice management issues
• The AICPA Web site at www.aicpa.org/members/y2000/ 
intro.htm is a resource page that contains useful links to 
various Web sites and publications with additional infor­
mation on the Year 2000 Issue. Additional information 
from other sources relating to the Year 2000 Issue is avail­
able on the Internet at the following Web sites:
-  The Securities Industry Association (SIA)—www.sia. 
com/year_2000/index.html
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-  The National Bulletin Board for the year 2000—  
www.year2000.com
Executive Summary— The Year 2000 Issue
• The Year 2000 Issue relates to the inability of many EDP systems to 
accurately process year-date data beyond the year 1999. Some pro­
grams may recognize the date January 1, 2000 (01/01/00) as January 
1, 1900 or perhaps not at all.
• The SEC, CFTC, AICPA, and industry trade groups have taken var­
ious measures to guide broker-dealers and their auditors in their 
preparations for the year 2000.
• Auditors should be aware of the many auditing and accounting con­
siderations that arise out of the Year 2000 Issue, including audit 
planning, going-concern issues, establishing an understanding with 
the client, revenue and expense recognition, and disclosure.
Online Brokerage
What should auditors consider when auditing trades in an online 
environment?
The main difference between an online trade and a traditional 
trade is the lack of a m iddleman, that is, the customer, instead 
of a broker, types in the order for an online trade. In both 
forms of trading, an order is entered into the computer sys­
tem, which then transmits it to a stock exchange or NASDAQ 
for execution. Traditional source documents, such as purchase 
orders, invoices, and checks, are replaced by electronic com­
munications. Auditors should carefully consider the internal 
controls related to these communications as well as the nature 
and sufficiency of available evidential matter underlying trad­
ing transactions.
SAS No. 31, E vid en tia l M a tte r , as amended by SAS No. 80, 
(AICPA, P ro fessiona l S tandards, vol. 1, AU sec. 326), provides 
guidance to auditors who have been engaged to audit the finan­
cial statements of an entity that transmits, processes, maintains, 
or accesses significant information electronically.
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SAS No. 31, as amended by SAS No. 80, states that the auditors 
specific objectives are the same whether information is processed 
manually or electronically. Nevertheless, the methods of applying 
audit procedures to gather evidence may be influenced by the 
method of processing. In entities in which significant information 
is transmitted, processed, maintained, or accessed electronically, 
the auditor may determine that it is neither practical or possible to 
reduce the detection risk to an acceptable level by performing only 
substantive tests for one or more financial statement assertions. 
For example, the potential for the improper initiation or alteration 
of information to occur and not be detected will be greater if  in­
formation is produced, maintained, or accessed only in electronic 
form. In such circumstances, the auditor should perform tests of 
controls to gather evidential matter to use in assessing control risk 
or considering the effect on the auditor's report.
The SAS further states that in certain entities, some of the accounting 
data and corroborating evidential matter are available only in elec­
tronic form. Certain electronic evidence may exist at a certain point in 
time. Such evidence may not be retrievable after a specified period of 
time if files are changed and if backup files do not exist. Therefore, the 
auditor should consider the time during which information exists or 
is available in determining the nature, timing, and extent of the audi­
tor s substantive tests, and if applicable, tests of controls.
Help Desk—The AICPA Auditing Procedure Study (APS), en­
titled The Information Technology Age: Evidential Matter in the 
Electronic Environment, provides auditors with nonauthorita­
tive guidance on implementing SAS No. 31. The APS describes 
electronic evidence and its implications and presents two case 
studies that illustrate various audit approaches. Other relevant 
APSs include Audit Implications o f  EDI and Audit Implications 
o f  Electronic Document Management. Auditors also may wish to 
obtain additional information from the Information Systems 
Audit and Control Associations Web site at www.isaca.org.
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New Accounts
What are the implications of increased volumes of new accounts?
Broker-dealers have experienced large increases in the numbers of 
new accounts opened for customers. Control and monitoring ac­
tivities for opening and maintaining new accounts are essential 
for broker-dealers. Paragraph 6.37 of the Audit and Accounting 
Guide Brokers a n d  D ealers in S ecurities provides examples of the 
activities that should be followed by broker-dealers in connection 
with the opening of new accounts.
The growth in new accounts and in trading activity may result in 
an increase in transactional activity and outstanding balances for 
customer receivables and payables. Chapter 5 of the Guide pro­
vides examples of substantive tests and tests of controls for cus­
tomer receivables and payables which would include determining 
the following.
• Appropriate customer approvals are obtained for new accounts.
• Trading and other activity is adequately monitored.
• Procedures for monitoring and resolving customer com­
plaints are adequate.
• Reserves are sufficient relative to exposure.
• Exposure and reserve amounts for undermargined, partly 
secured, and unsecured customer accounts.
The auditor should review customers’ accounts for evidence of 
undermargined, partly secured, or unsecured conditions that may 
affect the net capital computation under SEC rule 15c3-1 and 
the reserve and possession-or-control requirements of rule 15c3-3, 
as well as the collectibility of accounts.
The Euro
What are some of the audit issues relating to the EMU’s adoption of the euro?
The introduction of the euro was a significant event, but one that 
is still unfolding. During a transition period extending through
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January 1, 2002, business transactions with the eleven nations that 
thusfar constitute the EMU can be settled in either legacy curren­
cies or the euro. Euro notes and coins will be issued at the end of 
the transition period, and by June 30, 2002, all the legacy curren­
cies— currencies of the eleven EMU nations—will be obsolete. As 
a result of the euro, broker-dealers have needed to implement sys­
tem changes necessary to begin trading in this new currency.
SAS No. 55, as amended by SAS No. 78, provides guidance on 
the independent auditor’s consideration of an entity’s internal 
control in an audit of the financial statements in accordance with 
GAAS. SAS No. 55 states, among other matters, that the auditor 
should obtain sufficient knowledge of the entity’s risk assessment 
process to understand how management considers risks relevant 
to financial reporting objectives and decides about actions to ad­
dress those risks. Risks relevant to financial reporting include ex­
ternal and internal events and circumstances that may occur and 
adversely affect an entity’s ability to record, process, summarize, 
and report financial data consistent with the assertions of man­
agement in the financial statements. The auditor should be alert 
for risks that can arise or change as a result of circumstances such 
as new systems or system changes.
Auditors may need to address the impact of the euro conversion 
on the comparability of financial information when performing 
analytical review procedures, for example, in the examination of 
foreign exchange revenues (for example, reductions in certain 
cross-currency exchange revenues), operating costs, or invest­
ments. SAS No. 56, A nalytica l P ro cedu res  (AICPA, P ro fessiona l 
Standards, vol. 1, AU sec. 329), provides guidance on the use of 
analytical procedures and requires the use of analytical proce­
dures in the planning and overall review stages of the audit. A 
basic premise underlying the application of analytical procedures 
is that plausible relationships among data may reasonably be ex­
pected to exist and continue in the absence of known conditions 
to the contrary. Particular conditions that can cause variations in 
these relationships include, for example, specific unusual transac­




What is the Independence Standards Board? What new rules has the 
Independence Standards Board issued?
The Independence Standards Board (ISB) was established in 
1997 as part of an agreement between the AICPA and the SEC to 
establish and improve standards relating to auditor independence 
for SEC registrants. The ISB also provides guidance to practition­
ers regarding independence matters. The SEC recognized the ISB 
as an authoritative rulemaker on questions of auditor indepen­
dence in Financial Reporting Release No. 50.
ISB pronouncements apply to auditors of domestic and foreign 
registrants. ISB pronouncements would also apply where a regu­
latory agency undertakes to have auditors of entities under its ju ­
risdiction comply w ith SEC Independence Rules. Also, an 
auditor might contractually obligate himself to follow SEC Regu­
lation S-X. An example might be a private company intending to 
have a public offering in the future and the desire of management 
to have the auditor meet all SEC requirements.
The functioning of the ISB does not affect the authority of state 
licensing or disciplinary authorities regarding auditor indepen­
dence. Also, it does not affect the AICPA rules on independence 
as they relate to audits of nonpublic entities. The second general 
standard (AICPA, Professional Standards, vol. 1, AU sec. 150.02) 
of GAAS requires that in all matters relating to the audit engage­
ment, an independence in mental attitude is to be maintained by 
the auditor. SAS No. 1, AU section 220.03 provides that “. ..to be 
independent, the auditor must be intellectually honest; to be rec­
ognized as independent, he must be free from any obligation to 
or interest in the client, its management, or its owners.”
In 1999, the ISB issued its first statement, ISB Standard No. 1, 
Independen ce Discussions w ith  A udit Committees. To address imple­
mentation issues relative to ISB Standard No. 1, the AIPCA’s Pro­
fessional Issues Task Force developed Practice Alert 99-1, Guidance f o r  
Ind ep end en ce Discussions w ith  A udit Committees. The Practice Alert 
is designed to assist firms in evaluating and enhancing their policies 
and procedures for identifying and communicating with audit
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committees those judgmental matters that may bear on the audi­
tor's independence. This Practice Alert may be obtained from the 
AICPA Web site at www.aicpa.org.
One of the developments that has highlighted the awareness of 
independence issues is the increase in opportunities for inde­
pendent accountants to perform nonaudit services, such as 
consulting services, for audit clients. One area in which audi­
tors of broker-dealers may be providing consulting services for 
broker-dealers is the implementation of FASB Statement No. 
133, A ccoun ting f o r  D eriva tive Instrum ents a n d  H edgin g A ctivities. 
This accounting standard should significantly affect broker-dealers. 
The ISB, in addition to this first independence standard, issued 
Interpretation 99-1, Im pa ct on A uditor In d ep en d en ce o f  Assisting in  
th e Im p lem en ta tion  o f  FAS 133 (D erivatives). This Interpretation 
provides guidance on auditor independence implications related 
to FASB Statement No. 133.
The Interpretation concludes that the auditor may provide con­
sulting services on the proper application of FASB Statement No. 
133, including assisting a client in gaining a general understand­
ing of the methods, models, assumptions, and inputs used in 
computing a derivative's value. To ensure that the auditor's inde­
pendence is not threatened, as discussed in paragraph 4 of the In­
terpretation, the auditor may not prepare accounting entries, 
compute derivative values, or be responsible for key assumptions 
or inputs used by the client in computing derivative values.
Additional discussion of independence considerations can be 
found in the AICPA G eneral A udit Risk A lert—1999/2000.
Additional information on the activities of the ISB is available in 
the ISB Web site at www.cpaindependence.org.
Value of Commodity Exchange Memberships
What are the audit issues relating to the value of commodity exchange 
memberships?
During the past year, the value of U.S. commodity exchange mem­
berships continued to fluctuate, although all remained significantly
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below their historical highs. Although declines in the value of ex­
change memberships do not affect regulatory net capital, because 
exchange memberships are excluded from the net capital calcula­
tion, such declines continue to raise concerns about the value of 
such assets reported in financial statements prepared in accordance 
with generally accepted accounting principles (GAAP).
When addressing valuations of exchange memberships, auditors 
should evaluate management’s consideration of FASB Statement 
No. 121, A ccoun tin g f o r  th e Im pa irm en t o f  L ong-L ived Assets a n d  
f o r  L ong-L ived Assets to b e D isposed O f  FASB Statement No. 121 
states in part that a significant decrease in the market value of an 
asset indicates that the recoverability of the carrying value of that 
asset should be assessed. It further states that quoted market 
prices in active markets are the best evidence of fair value and 
should be used as the basis of measurement, if  available. Ex­
change memberships are bought and sold continuously. Para­
graph 7.34 of the AICPA Audit and Accounting Guide Brokers 
a n d  D ealers in  S ecurities states that exchange memberships owned 
by a broker-dealer and held for operating purposes should be valued 
at cost or at a lesser amount if  there is an other-than-temporary 
impairment in value. The AICPA Practice Aid, Audits o f  Futures 
Commission M erchants, In trod u cin g  Brokers, a n d  C om m odity Pools, 
describes the same accounting treatment. In light of the volatility 
in the prices of exchange memberships as shown in the following 
table, the auditor may wish to consider whether management has 
valued them correctly.









$ 7 2 4 ,9 5 0 $ 48 5 ,0 0 0 $ 4 5 0 ,0 0 0 O ctober 27 , 19 9 9
Com m odity  
Exchange Inc.




$ 4 6 6 ,6 6 7 $ 2 9 5 ,0 0 0 $ 55 0 ,0 0 0 O ctober 27 , 1999  
(continued)
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$ 12 5 ,0 0 0 $ 6 5 ,0 0 0 $ 7 3 ,0 0 0 O ctober 4, 19 9 9
New York $ 67 5 ,0 0 0 $ 5 9 0 ,0 0 0 $ 57 5 ,0 0 0 O ctober 26 , 19 9 9
Mercantile
Exchange
Money Laundering Activities and the Auditor’s Consideration of 
Illegal Acts3
What is money laundering? What are the auditor’s responsibilities with 
respect to money laundering?
Money laundering is the funneling of cash or other funds gener­
ated from illegal activities through legitimate businesses to con­
ceal the initial source of the funds. Money laundering is a global 
activity and, like the illegal activities that give it sustenance, it 
seldom respects local, national, or international jurisdictions. 
Current estimates of the size of the global annual “gross money 
laundering product” range from $300 billion to $ 1 trillion.4
Criminals use a wide variety of financial institutions and profes­
sional advisers to launder the proceeds of crime, and according to 
the U.S. Department of the Treasury, brokers and dealers in secu­
rities may also be vulnerable. The evolving dynamics of the in­
dustry— mergers and acquisitions, broader product lines, new 
technologies, and new distribution channels— generate impor­
tant business opportunities, but they also generate risks for secu­
rities firms and their auditors, including increased vulnerability
3 The U.S. Department of Treasury has had significant input in drafting the content 
of this section o f the Alert. As such, it provides auditors of securities firms with a 
unique insight into how federal regulators view this important area o f concern.
4 By definition, money launderers are in the business of cloaking their activities and 
revenue, making this approximation difficult.
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to money laundering. As these industry trends continue, as 
money launderers increasingly look for a wide range of financial 
services and conservative, legitimate-appearing asset holdings. In 
addition, as greater regulatory requirements for banks and other 
nonbank financial institutions make it more difficult for them to 
evade detection, the securities industry may become more attrac­
tive to money launderers.
Although money laundering activity and methods become in­
creasingly complex and ingenious, its “operations” tend to con­
sist of three basic stages or processes— placement, layering, and 
integration.
P la cem en t is the process of transferring the actual criminal pro­
ceeds, whether in cash or in any other form, into the financial 
system in such a manner as to avoid detection by financial insti­
tutions and government authorities. M oney launderers pay 
careful attention to national laws, regulations, governance, 
trends, and law-enforcement strategies and techniques to keep 
their proceeds concealed, their methods secret, and their profes­
sional resources anonymous. A most common placement tech­
nique is the structuring5 of cash deposits into legitim ate 
financial institution accounts, converting cash into other mon­
etary instruments, and using these instruments to make invest­
ments. Another important placement technique is customers’ 
making large deposits and investments with laundered proceeds 
in the form of monetary instruments, bearer securities, or third- 
party checks.
L ayering is the process of generating a series of or layers of trans­
actions to distance the proceeds from their illegal source and to 
obfuscate the audit trail in doing so. Common layering tech­
niques include electronic funds transfers, usually directly or sub­
sequently transacted with a “bank secrecy haven” or a jurisdiction 
w ith more liberal recordkeeping and reporting requirements; 
withdrawals of already-placed deposits in the form of highly liq­
uid monetary instruments, such as money orders and travelers
5 Stru ctu rin g  means breaking up large amounts of currency into smaller amounts to 
conduct transactions in such a manner as to avoid suspicion and detection.
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checks; and requests for account transfers or checks made payable 
to third parties with whom the account holder appears to have no 
obvious relationship.
In tegra tion , the final money laundering stage, is the unnoticed 
reinsertion of successfully laundered, untraceable proceeds into 
an economy. This is accomplished through a wide variety of 
spending, investing, and lending techniques and cross-border, 
legitimate-appearing transactions.
Money launderers tend to use the victimized business entity as a 
conduit for illic it funds that need to be distanced from their 
source as quickly as possible in an undetected manner. Conse­
quently, money laundering is less likely to be detected in a finan­
cial statement audit than other types of illegal activities. In 
addition, money laundering activity is more likely to cause assets 
to be overstated rather than understated, with shorter term fluc­
tuations in account balances rather than cumulative changes. 
Money laundering is considered to be an illegal act with an ind irect 
effect on fin ancia l statem ent am ounts under SAS No. 54, 
I lle ga l Acts by C lients (AICPA, Professional Standards, vol. 1, AU 
sec. 317). Under SAS No. 54, the auditor should be aware of the 
possibility that such illegal acts may have occurred. If specific in­
formation comes to the auditor’s attention that provides evidence 
concerning the existence of possible illegal acts that could have a 
material indirect effect on the financial statements, the auditor 
should apply audit procedures specifically directed to ascertaining 
whether an illegal act has occurred.
Auditors should also note that laundered funds and their pro­
ceeds could be subject to asset seizure and forfeiture (claims) by 
law enforcement agencies that could result in material contingent 
liabilities during prosecution and adjudication of cases.
A description of federal regulations pertaining to money launder­
ing appears in the appendix, entitled “Federal Regulations Re­
lated to Money Laundering,” of this Audit Risk Alert.
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Executive Summary— Money Laundering Activities and the 
Auditor’s Consideration of Illegal Acts
• Money laundering is a global activity in which cash or other funds 
from illegal activities are funneled through legitimate businesses to 
conceal the initial source of funds.
• Money laundering usually results in large amounts of illicit proceeds 
that need to be distanced from their source as quickly as possible and 
is less likely to be detected in a financial statement audit than other 
types of illegal activities.
• Under SAS No. 54, money laundering is considered to be an illegal 
act with an indirect effect on financial statement amounts. The au­
ditor does not have a detection responsibility for such illegal acts. 
However, auditors should be aware of the possibility that such illegal 
acts may have occurred.
FASB Statement No. 133 and Hedge Accounting Topics
Presented below are discussions about some topics related to FASB 
Statement No. 133, A ccoun tin g  f o r  D er iv a tiv e  In strum en ts a n d  
H edging Activities, and hedge accounting that you may find useful.
Formal Documentation Under FASB Statement No. 133
Upon adoption of FASB Statement No. 133, an entity is required 
to designate all hedging relationships anew and must comply 
with the formal documentation requirements of the standard as 
of the date of adoption. The standard stresses the need for the for­
mal documentation to be prepared contemporaneously with the 
designation of the hedging relationship. The items the formal 
documentation must identify include the following:
• The entity’s risk management objectives and strategies for 
undertaking the hedge
• The nature of the hedged risk
• The derivative hedging instrument
• The hedged forecasted transaction
• A description of how the entity will assess hedge effectiveness
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When the hedged item is a forecasted transaction, the documen­
tation of the hedged item must be sufficiently specific such that 
when a transaction occurs, it is clear whether or not that particu­
lar transaction is the hedged transaction. The documentation also 
must specify the method to be used for assessing hedge effective­
ness. FASB Statement No. 133 requires that an entity use the 
chosen method consistently throughout the hedge period to (a) 
assess, at inception of the hedge and on an on-going basis, 
whether it expects the hedging relationship to be highly effective 
in achieving offset and (b) determine hedge ineffectiveness. The 
SEC staff has challenged the appropriateness of hedge accounting 
when registrants have not complied with FASB Statement No. 
133's formal documentation requirements.
Hedge Accounting Issues
For com panies that have not yet adopted FASB Statem ent 
No. 133, guidance related to hedge accounting includes FASB 
Statement No. 80, A ccoun tin g  f o r  Futures C ontracts, and EITF 
Topic D-64, A ccoun tin g f o r  D eriva tives Used to H edge In terest Rate 
Risk. You may also want to familiarize yourself with the following 
reminders about macro hedging and hedging with intercompany 
derivatives.
M acro  H edgin g. Under FASB Statement No. 80 (and as outlined 
in EITF Topic D-64), macro hedging is not permitted. Under 
FASB Statement No. 80, hedge criteria include the following:
• Designation of a derivative instrument to an individual 
item or group of essentially similar items
• The probability of a high correlation of changes in the 
market value of the futures contract(s) and the fair value of 
or interest income or expense associated with the hedged 
item(s)
• Enterprise risk reduction
H ed g in g  W ith In te r com p a n y  D eriva tives. Fundamental to FASB 
Statement No. 8 0 's enterprise risk reduction model is that the de­
rivative hedging instrument be transacted with an unrelated third
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party. For any intercompany derivative instrument designated as 
a hedging instrument after January 1, 1999, there must exist doc­
umentation, prepared contemporaneously, which demonstrates 
that the notional amount, duration, interest rate risk, currency 
risk, commodity risk, and other risks associated with such inter­
company derivative contracts have been layed off to unrelated 
third parties. For intercompany derivative contracts designated 
after January 1, 1999, that do not meet these requirements, an 
entity should eliminate their impact in preparing consolidated fi­
nancial statements in accordance with ARB No. 51, C onsolida ted  
F inan cia l Statements. In addition, these intercompany derivative 
contracts will not qualify as hedging instruments in the consoli­
dated financial statements.
Executive Summary— FASB Statement No. 133 and Hedge 
Accounting Topics
• The SEC staff has challenged the appropriateness of hedge account­
ing if registrants have not complied with FASB Statement No. 133's 
formal documentation requirements.
• For entities that have not yet adopted FASB Statement No. 133, 
guidance related to hedge accounting includes FASB Statement No. 
80 and EITF Topic D-64.
• Under FASB Statement No. 80 (and as outlined in EITF Topic D- 
64), macro hedging is not permitted.
• For any intercompany derivative instrument designated as a hedging 
instrument after January 1, 1999, there must exist documentation, 
prepared contemporaneously, which demonstrates that the notional 
amount, duration, interest rate risk, currency risk, commodity risk, 
and other risks associated with such intercompany derivative con­
tracts have been layed off to unrelated third parties.
Accounting for Restructuring Charges
EITF Guidance and Having a Management Plan
Combining entities often restructure their operations. Auditors 
should consider whether management has appropriately ac­
counted for restructuring costs in accordance with the require­
ments of EITF Issue Nos. 94-3, Liability R ecogn ition  f o r  Certain
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Employee T erm ination B enefits a n d  O ther Costs to Exit an  A ctivity 
(In clu d in g  C erta in Costs In cu rr ed  in  a R estru ctu rin g), and 95-3, 
R ecogn ition  o f  L iabilities in  C onn ection  w ith  a  P urchase Business 
C om bination . To justify such charges, an approved management 
plan as of the date of the financial statements should exist. Man­
agement’s plan must be comprehensive, explicit, and adequately 
documented to provide objective evidence of management’s in­
tent. The SEC staff has interpreted the literature governing spe­
cial charges literally, particularly the requirements relating to the 
existence of a comprehensive documented plan that has been ap­
proved by the appropriate level of management.
Loss recognition that is based on management’s intent must be 
supported by objective evidence of intent. To demonstrate man­
agement’s intent, the SEC staff considers whether the plan is suffi­
ciently developed to forecast its consequences and management’s 
commitment to ultimately implement the plan as contemplated. 
Therefore it is imperative that a documented and appropriately 
approved management plan that is comprehensive and explicit 
exists to accrue a liability.
Making Required Disclosures
When liabilities are accrued in accordance with the guidance in 
EITF Issue Nos. 94-3 and 95-3, certain disclosures are required. 
The thresholds for making the required disclosures are related to 
the materiality of the amounts accrued or the significance of the 
activities that will not be continued. Therefore, when the disclo­
sure thresholds have been met, all the disclosures are required, 
not just those that are individually material.
Some of the disclosures are required until the plan of termination is 
completed or until all actions under a plan to exit an activity or in­
voluntarily terminate employees of an acquired company have 
been fully executed. For instance, under EITF Issue No. 94-3, the 
amount of actual termination benefits paid and charged against the 
liability and the number of employees actually terminated as a re­
sult of the plan to terminate the employees must be disclosed. The 
amount of any adjustments to the liability also must be disclosed.
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Making Sure Accruals Are Not “Cushions”
The SEC staff has observed an increasing frequency of subse­
quent reductions to restructuring liabilities, which suggests that 
management may be “providing a cushion” in establishing such 
reserves. When reviewing management’s accruals, you should be 
aware of the kinds of charges that are allowed to be accrued for, 
pursuant to EITF Issue Nos. 94-3 and 95-3, and other relevant 
accounting literature, as appropriate.
In addition, the SEC staff has stated that liabilities accrued in ac­
cordance with EITF Issue Nos. 94-3 and 95-3 are valuation ac­
counts that should be disclosed on Schedule VIII, Valuation and 
Qualifying Accounts, of SEC registrants’ annual reports filed on 
Form 10-K.
Executive Summary— Accounting for Restructuring Charges
• Auditors should consider whether management has appropriately 
accounted for restructuring costs in accordance with the require­
ments of EITF Issue Nos. 94-3 and 95-3.
• If restructuring charges are incurred, a comprehensive, documented 
management plan, approved by an appropriate level of management 
should exist.
• When disclosure thresholds have been met under EITF Issue Nos. 
94-3 and 95-3, all the disclosures are required, not just those that are 
individually met.
• The SEC staff has observed an increasing frequency of subsequent 
reductions to restructuring liabilities, which suggests that manage­
ment may be “providing a cushion” in establishing such reserves.
SEC-Related Accounting and Auditing Topics
What are some topics that the SEC may be focusing on?
Presented below are discussions of certain matters provided by 
the SEC staff that are relevant to broker-dealers and the securities 
industry.
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Use of Allowances for Credit Losses for Trading Activities
GAAP requires that trading account assets be recorded on the 
balance sheet at fair value with changes in fair value reported in 
trading income each reporting period. The SEC staff has noted 
instances in which registrants have recorded allowances for credit 
losses for trading account assets. In such cases, the registrants 
have asserted that pricing adjustments are required to bring deriv­
ative instruments in the trading portfolio to their fair value. In 
such cases, the SEC staff has indicated that registrants should de­
termine pricing adjustments based on a consistently applied re­
view of specific trading counterparties and the credit risk 
affecting fair value associated with each. Additionally, GAAP re­
quires that such pricing adjustments and subsequent changes 
therein be reported with other amounts related to the trading ac­
count. That is, fair value pricing adjustments should be reported 
as an adjustment to trading account assets and not through an al­
lowance for credit losses. Periodic increases or decreases in the ad­
justment necessary to measure the assets at fair value should be 
reported as part of income from trading activities.
Determining Fair Value of Trading Assets
Under paragraph 5 of FASB Statement No. 107, D isclosures ab ou t 
Fair Value o f  F inan cia l Instrum ents, the fair value of a financial in­
strument is the amount at which the instrument could be ex­
changed in a current transaction between w illing parties, other 
than in a forced or liquidation sale. Quoted market prices, if  
available, are the best evidence of the fair value of a financial in­
strument. If a quoted market price is available for an instrument, 
the fair value of the instrument is the product of the number of 
trading units of the instrument times the quoted market price. 
Accordingly, quoted market prices should not be adjusted for 
large block factors. If a quoted market price is not available, fair 
value should be based on the best information available in the cir­
cumstances. FASB Statement No. 107 and the AICPA Audit and 
Accounting Guide Brokers and Dealers in Securities, among 
other sources, provide additional information about determining 
the fair value of a financial instrument.
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Segment Information
FASB Statement No. 131, Disclosures a b ou t S egm ents o f  an  Enter­
p r is e  a n d  R elated In form ation , requires companies to report finan­
cial and descriptive information about their reportable operating 
segments. Operating segments are defined as components of an 
enterprise about which separate financial information is available, 
and that is evaluated regularly by the “chief operating decision 
maker” in deciding how to allocate resources and to assess segment 
performance. The AICPA Auditing Standards Board has issued 
guidance (see AICPA Professional Standards AU section 326, Evi­
d en tia l M atter) requiring, among other things, that auditors “re­
view corroborating evidence, such as information that the chief 
operating decision maker uses to assess performance and allocate 
resources, material presented to the board of directors, minutes 
from the meetings of the board of directors, and information that 
management provides in management’s discussion and analysis 
(MD&A), to financial analysts, and in the Chairmans letter to 
shareholders, for consistency with financial statement disclosures.”
The SEC staff has noted that, in some cases, financial statements 
of public companies have not conformed with the requirements of 
FASB Statement No. 131. The staff has seen instances in which:
(1) the internal reporting package included operating information 
on more segments than were disclosed in the financial statements;
(2) those additional segments were discussed in MD&A or ana­
lysts’ reports; and (3) the company’s executives also discussed the 
additional segments in press releases or business periodicals.
When reviewing segment information as part of its normal filing 
review and comment process, the SEC staff may ask registrants 
for a copy of the internal reports or other materials supplied to 
the “chief operating decision maker” of the company, as well as 
analysts’ reports and press releases. Assuring quality implementa­
tion of FASB Statement No. 131 on segment disclosures is clearly 
in the interest of investors. Consequently, if  the segment infor­
mation provided in the financial statements does not reflect a 
similar breakdown of company segments as is evident in the in­
ternal reports and other materials, the SEC staff will seek amend­
ment of the registrant’s filings.
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Executive Summary— SEC-Related Accounting and Auditing Topics
• Fair value pricing adjustments should be reported as an adjustment 
to trading account assets and not through an allowance for credit 
losses. Periodic increases or decreases in the adjustment necessary to 
measure the assets at fair value should be reported as part of income 
from trading activities.
• When determining the fair value of a financial instrument, quoted 
market prices should not be adjusted for large block factors. If a 
quoted market price is not available, fair value should be based on 
the best information available in the circumstances.
• The SEC staff has noted that, in some cases, financial statements of 
public companies have not conformed with the requirements of 
FASB Statement No. 131.
• If segment information provided in the financial statements does 
not reflect a similar breakdown of company segments as is evident 
in a company’s internal reports, analysts’s reports, press releases, and 
other materials, the SEC staff will seek amendment of the regis­
trant’s filings.
New Audit and Attestation Standards
What new audit and attestation standards has the AiCPA issued in the 
past year which can affect broker-dealers?
In this section, we present brief summaries of recently issued au­
diting and attestation pronouncements. The summaries are for 
informational purposes only, and should not be relied on as a 
substitute for a complete reading of the applicable standard.
As of the writing of this Audit Risk Alert, no new Statements on 
Auditing Standards had been issued during 1999. For a discus­
sion of the outstanding exposure drafts for proposed SASs, see 
the discussion entitled “Auditing Standards Board Exposure 
Drafts O utstanding” in the “On the Horizon” section of this 
Audit Risk Alert.
Also, as a reminder, SAS No. 87, R estrictin g th e Use o f  an  A udi­
to r ’s R eport (AICPA, Professional S tandards, vol. 1, AU sec. 532), 
became effective for reports issued after December 31, 1998.
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The Statement provides guidance to auditors in determ ining 
whether an engagement requires a restricted-use report and, if  
so, the elements to include in that report. Appendix B, “Amend­
ment to Paragraph 12 of Statement on Auditing Standards No. 
60, C om m un ica tion  o f  In tegra l C on trol R ela ted  M atters N oted  in  
an  A udit,” of this Statement includes a list of illustrative audi­
tors’ reports in the AICPA Audit and Accounting Guide Brokers 
a n d  D ealers in  S ecurities that require conforming changes as a re­
sult of the guidance in SAS No. 87.
SSAE No. 9
SSAE No. 9, A m endm ents to S ta tem en t on  S tandards f o r  A ttesta­
tion  E ngagem ents Nos. 1, 2, a n d  3  (AICPA, Professional Standards, 
vol. 1, AT secs. 100, 400, and 500), was issued by the ASB in 
January 1999. SSAE No. 9 amends SSAE No. 1, A ttesta tion  
Standards (AICPA, P ro fessiona l Standards, vol. 1, AT sec. 100); 
SSAE No. 2, R eportin g  on  an  E ntity’s In tern a l C on tro l O ver F i­
n an c ia l R eportin g  (AICPA, P ro fessiona l Standards, vol. 1, AT sec. 
400); and SSAE No. 3, Compliance Attestation (AICPA, P rofessiona l 
Standards, vol. 1, AT sec. 500). Although practitioners are still 
perm itted to report on management’s assertion, SSAE No. 9 
provides practitioners with the option of reporting directly on 
the subject matter of the assertion. SSAE No. 9 also conforms 
the reporting guidance in the aforementioned SSAEs to include 
similar reporting elements to those in audit reports on historical 
financial statements, and provides guidance on the relationship 
between the SSAEs and the statements on quality control stan­
dards. SSAE No. 9 is effective for reports issued on or after 
June 30, 1999.
AICPA Accounting and Auditing Literature
Audit and Accounting Guide
The AICPA Audit and Accounting Guide Brokers a n d  D ealers 
in  S ecu rities  (Product No. 0121 81kk) has been modified to in­
clude certain changes necessary as a result of the issuance of 
authoritative pronouncements through M ay 1, 1999. Copies
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may be obtained by calling the AICPA Order Department at 
(888) 777-7077 or by faxing a request to (800) 362-5066.
AICPA Practice Aid, Audits o f Futures Commission Merchants, 
Introducing Brokers, and Commodity Pools
The AICPA Practice Aid, Audits o f  Futures Commission M erchants, 
In trodu cin g Brokers, a n d  C om modity Pools (Product No. 006600kk) 
provides practitioners with nonauthoritative practical guidance on 
auditing financial statements of FCM, IB, and commodity pools. 
Organized to complement the AICPA Audit and Accounting 
Guide Guide Brokers a n d  Dealers in  Securities, this practice aid in­
cludes discussions of a commodity industry overview, regulatory 
considerations, auditing considerations and accounting standards, 
in addition to illustrative financial statements of FCM and IB. 
Copies may be obtained by calling the AICPA Order Department 
at (888) 777-7077 or by faxing a request to (800) 362-5066.
AICPA reSOURCE
AICPA reSOURCE provides electronic access to AICPA Professional 
Standards, Technical Practice Aids, and Audit and Accounting 
Guides. AICPA reSOURCE CD-ROM provides access to this 
AICPA audit and accounting literature on CD-ROM. AICPA re­
SOURCE Online provides online access to AICPA audit and ac­
counting literature. AICPA reSOURCE CD-ROM and AICPA 
reSOURCE Online are available by subscription. Subscription to 
AICPA reSOURCE Online is available through the AICPA Web 
site at www.aicpa.org. AICPA reSOURCE CD-ROM may be ob­
tained by calling the AICPA Member Satisfaction Center at 
(888) 777-7077.
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Accounting Issues and Developments
New FASB Pronouncements
What new accounting standards has the FASB issued in 1999 which can 
affect broker-dealers6?
In this section, we present brief summaries of recently issued ac­
counting pronouncements. The summaries are for informational 
purposes only and should not be relied on as a substitute for a 
complete reading of the applicable standard.
Technical Corrections
FASB Statement No. 135, Rescission o f  FASB S tatem ent No. 75 a n d  
Technical Corrections, was issued in February 1999 and is effective 
for financial statements issued for fiscal years ending after Febru­
ary 15, 1999. FASB Statement No. 135 amends existing authori­
tative literature to make various technical corrections, clarify 
meanings, or describe applicability under changed conditions. 
FASB Statement No. 135 also rescinds FASB Statement No. 75, 
D eferra l o f  th e E ffective D ate o f  Certain A ccoun ting R equirem ents f o r  
Pension Plans o f  State a n d  L ocal G overnm enta l Units.
Accounting for Derivatives
FASB Statement No. 137, A ccoun tin g f o r  D eriva tive Instrum ents 
a n d  H ed g in g  A ctiv ities—D eferra l o f  th e  E ffe ctiv e  D ate o f  FASB 
S tatem en t No. 133, was issued in June 1999. This Statement de­
lays the effective date of FASB Statement No. 133, A ccoun tin g f o r  
D eriva tive Instrum ents a n d  H edgin g A ctivities, for one year to fis­
cal years beginning after June 15, 2000, and is applicable to both 
quarterly and annual financial statements. FASB Statement No. 
133 established the accounting and reporting standards for deriv­
ative instruments, including certain derivative instruments embed­
ded in other contracts, and for hedging activities.
6 This section of this Audit Risk Alert summarizes the new FASB pronouncements is­
sued in 1999 through FASB Statement No. 137 that may affect broker-dealers. Au­
ditors should refer to the full text o f these accounting pronouncements. For a 
comprehensive listing o f accounting pronouncements issued this year, see the 
AICPA General Audit Risk Alert— 1999/2000.
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FASB Statement No. 125 Developments
What are some of the recent developments relating to FASB Statement No. 125?
After the issuance of FASB Statement No. 125, A ccoun tin g  f o r  
Transfers a n d  S ervicin g o f  F inancia l Assets a n d  Extinguishments o f  Li­
ab ilities, in June 1996, the FASB received a high volume of in­
quiries on the implementation of this Statement. A Special Report, 
A G uide to Im p lem en ta tion  o f  S ta tem en t 125 on A ccoun tin g  f o r  
Transfers a n d  S ervicin g o f  F inancia l Assets a n d  Extinguishments o f  Li­
abilities, was issued by the FASB staff to aid in the understanding 
and implementation of FASB Statement No. 125. The first edition 
of the Special Report was published in September 1998, followed 
by a second edition, published in December 1998, and a third edi­
tion, published in July 1999. The Special Report is organized in a 
question and answer format. The second and third editions of the 
report are cumulative documents, incorporating new questions and 
answers with questions and answers from previous editions.
The FASB issued an exposure draft of a proposed FASB State­
ment, A ccoun tin g f o r  Transfers o f  F inan cia l Assets (an am en dm en t 
o f  FASB S ta tem en t No. 125), for comment in June 1999. The 
FASB also issued an exposure draft of a proposed Technical Bul­
letin, C lassifica tion  a n d  M ea su rem en t o f  F in an cia l Assets S ecu ri­
t iz ed  U sing a S p ecia l-P u rpose E ntity, for comment in August 
1999. For additional discussion of these exposure drafts see the 
discussion entitled “FASB Exposure Drafts Outstanding,” in the 
section “On the Horizon” of this Audit Risk Alert.
Consolidation of Special Purpose Entities
An issue frequently encountered related to securitizations of fi­
nancial assets is the consolidation of a special purpose entity 
(SPE). Specifically, a question arises regarding the appropriate ac­
counting guidance that should be referred to when determining 
whether an SPE used in securitizing financial assets should be 
consolidated. The answer depends on whether or not the SPE is a 
qualifying SPE, or QSPE, (as defined in FASB Statement No. 
125). If the SPE is a QSPE, the transferor must follow the guid­
ance in EITF Issue 96-20, Im pact o f  FASB S tatem en t No. 125 on
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C onsolida tion  o f  S p ecia l-P u rpose E ntities. For all other SPEs, a 
transferor (or sponsor or creator, as applicable) should continue 
to apply the consolidation criteria of EITF Topic D-14, Transac­
tions In vo lv in g  Special-Purpose Entities, and Issue 90-15, Im pact o f  
N onsubstantive Lessors, R esidual Value Guarantees, a n d  O ther P ro­
visions in  L easing Transactions, as appropriate. Among the require­
ments of Topic D-14 and Issue 90-15 are that an SPE must have 
an initial substantive residual equity capital investment (3 percent 
at a minimum), and that investment must represent an equity in­
terest in legal form and must be subordinate to all debt interests.
Reporting on the Costs of Start-Up Activities
As a reminder, SOP 98-5, Reporting on the Costs o f  Start-Up Activities, 
became effective for financial statements for fiscal years beginning after 
December 15, 1998. This SOP provides guidance on the financial re­
porting of start-up costs and organization costs, requiring these costs to 
be expensed as incurred. The SOP defines start-up activities as those 
one-time activities relating to opening a new facility, introducing a new 
product or service, conducting business in a new territory, conducting 
business with a new class of customer or beneficiary, initiating a new 
process in an existing facility, or commencing some new operation.
On the Horizon
FASB Exposure Drafts Outstanding7
What are some of the outstanding exposure drafts that have been 
released by the FASB for comment?
Consolidated Financial Statements
The FASB issued an exposure draft of a proposed FASB State­
ment, C onsolida ted F inan cia l S tatem ents—Purpose a n d  Policy, for
7 This section of the Audit Risk Alert discusses some of the exposure drafts that have been re­
leased by the FASB for comment and which are outstanding as of the writing of this Audit 
Risk Alert. Auditors should be alert for the issuance of a final statement or interpretation or 
other developments related to these FASB projects. Further information related to these and 
other FASB projects can be obtained from the FASB Web site at www.fasb.org.
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comment in February 1999. This proposed Statement would es­
tablish standards for determ ining when entities should be in ­
cluded in consolidated financial statements. The proposed 
Statement would apply to business enterprises and not-for-profit 
organizations that control entities regardless of the legal form of 
controlling and controlled entities. The proposed Statement 
would not apply to financial statements of certain reporting enti­
ties such as pension plans and investment companies that carry 
substantially all of their assets at fair value with all changes in 
value reported in a statement of net income. The proposed State­
ment would require that a controlling entity consolidate all enti­
ties that it controls unless control is temporary at the time the 
entity becomes a subsidiary. The proposed Statement would su­
persede or amend various accounting pronouncements and 
would be effective for financial statements for annual periods be­
ginning after December 15, 1999, and for all interim periods in 
the year of adoption, with earlier application encouraged.
Exposure Draft—Transfers of Financial Assets
The FASB issued an exposure draft of a proposed FASB State­
ment, A ccoun tin g f o r  Transfers o f  F inan cia l Assets (an am en dm en t 
o f  FASB S ta tem en t No. 125), for comment in June 1999. This 
proposed Statement would amend FASB Statement No. 125, Ac­
cou n tin g  f o r  Transfers a n d  S erv icin g  o f  F inan cia l Assets a n d  Extin­
gu ishm en ts o f  L iabilities, to—
• Clarify the criteria and expand the guidance for determin­
ing when the transferor has extinguished control and the 
transfer is therefore accounted for as a sale.
• Adopt new accounting requirements for pledged collateral.
• Require new disclosures about securitizations and pledged 
collateral.
The proposed Statements includes various effective dates.
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Stock Compensation
The FASB issued an exposure draft of a proposed Interpretation 
of A ccoun ting P rin cip les B oard O pinion  (APB) No. 25, A ccoun ting  
f o r  Stock Issu ed  to Employees, for comment in March 1999. The 
proposed Interpretation, A ccoun tin g f o r  C erta in Transactions in ­
v o lv in g  Stock C om pensation (an in terpreta tion  o f  APB O pinion No. 
25), focuses on several practice issues identified as needing clarifi­
cation by the FASB.
Financial Assets
The FASB issued an exposure draft of a proposed Technical Bul­
letin, C lassifica tion  a n d  M ea su rem en t o f  F in a n cia l Assets S ecu ri­
t iz ed  U sing a S p ecia l-P u rp o se E ntity , for comment in August 
1999. The proposed Technical Bulletin would provide guidance 
on accounting for financial assets securitized using a special- 
purpose entity.
Auditing Standards Board Exposure Drafts Outstanding8
What are some of the outstanding exposure drafts for proposed 
Statements on Auditing Standards that have been released for comment 
by the Auditing Standards Board?
Omnibus Statement on Auditing Standards
The Auditing Standards Board (ASB) issued an exposure draft of 
a proposed SAS entitled A udit A djustments, R eportin g on Consis­
tency, a n d  S erv ice O rganizations ( O mnibus S tatem ent on A uditing 
Standards— 1999). The proposed Statement provides guidance to 
auditors in the following three areas—
• Management's responsibility for the disposition of finan­
cial statement misstatements brought to its attention
8 Note: This section of the Audit Risk Alert discusses some o f the exposure drafts that 
have been released by the ASB for comment and which are outstanding at the publi­
cation date of this Audit Risk Alert. Auditors should be alert for the issuance of any 
final pronouncements or other developments related to these ASB projects. Further 
information related to these and other ASB projects can be obtained from the 
AICPA Web site at www.aicpa.org.
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• Changes in the reporting entity that require a consistency 
explanatory paragraph in the auditor’s report
• Determining whether information about a service organi­
zation’s controls is needed to plan the audit
After issuance of the exposure draft, the ASB decided to issue the 
Reporting on Consistency and Service Organizations guidance 
together in one SAS and issue the Audit Adjustments guidance in 
a separate SAS. The expected issuance date for the final SASs is 
December 1999.
Auditing Financial Instruments
The ASB issued an exposure draft of a proposed SAS, A uditing  
F inan cia l Instrum ents. The proposed SAS would supersede SAS 
No. 81, A uditing Investm ents (AICPA, Professional Standards, vol. 
1, AU sec. 332), and provide updated guidance on planning and 
performing auditing procedures for financial statement assertions 
about financial instruments. The ASB also plans to issue a prac­
tice aid to help auditors implement this proposed SAS.
Amendments to SAS No. 61 and 71
The ASB issued an exposure draft of a proposed SAS, A m end­
m en ts to S tatem ents on A ud itin g S tandard  No. 61, Communica­
tion w ith Audit Committees and Statement on Auditing 
Standards No. 71, In ter im  F in an cia l In fo rm a tion . The “Report 
and Recommendations of the Blue Ribbon Committee on Im­
proving the Effectiveness of Corporate Audit Committees” was 
released in March 1999. For additional information on this re­
port, see the discussion entitled “Audit Committee Oversight” in 
this section of this Audit Risk Alert. This report included recom­
mendations suggesting changes to GAAS. In response, the ASB 
established the Audit Committee Effectiveness Task Force to ad­
dress the report’s recommendations. As a result of the Commit­
tee’s recommendations, and in conjunction with actions expected 
to be taken by NYSE, NASD, and the SEC, in a collaborative ef­
fort to improve audit committee effectiveness, the task force re­
viewed SAS No. 61, C om m u n ica tion  W ith A ud it C om m ittees
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(AICPA, P ro fessiona l S tandards, vol. 1, AU sec. 380), and SAS 
No. 71, In terim  F inan cia l In form ation  (AICPA, Professional Stan­
dards, vol. 1, AU sec. 722), to determine whether these sections 
should be amended to reflect recommendations 8 and 10. The 
ASB has issued an exposure draft of proposed amendments to 
SAS Nos. 61 and 71 that are responsive to the recommendations. 
If approved, the amendments would become effective for fiscal 
and calendar years beginning in 2000.
Audit Committee Oversight
What are the recent developments regarding audit committee oversight?
At the request of the SEC to consider ways that audit committees’ 
effectiveness could be enhanced, the NASD and the NYSE spon­
sored a Blue Ribbon Committee on Improving the Effectiveness 
of Corporate Audit Committees (Blue Ribbon Committee). The 
Blue Ribbon Committee published recommendations in Febru­
ary 1999 in the “Report and Recommendations of the Blue Rib­
bon Committee on Improving Effectiveness of Corporate Audit 
Committees.” This report can be found online on the NASD and 
NYSE Web sites at www.nasd.com or www.nyse.com. A sum­
mary of the Blue Ribbon Committee recommendations follows.
The first two recommendations aim to strengthen the indepen­
dence of audit committees.
• R ecom m endation  1. The NASD and NYSE should adopt a 
definition of independence for listed companies with mar­
ket capitalization greater than $200 million or other appro­
priate identified measure.9 Members of the audit 
committee shall be considered independent if  they have no 
relationships to the corporation that may interfere with the 
exercise of their independence from the management of the 
corporation. Examples of such relationships are provided.
9 The NYSE is recommending that this exemption be eliminated. This decision was 
based on the COSO fraud report finding that most fraud occurs in small companies 
with market capitalization well below $200 million.
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• R ecom m en d a tion  2. The NASD and NYSE should re­
quire that listed companies with market capitalization of 
greater than $200 million or other appropriate identified 
measure— have an audit committee comprised solely of 
independent directors.10
The next three recommendations are aimed at m aking audit 
committees more effective.
• R ecom m endation  3 . The NASD and NYSE should require 
that listed companies with market capitalization greater 
than $200 million or other appropriate identified measure 
have an audit committee comprised of a minimum of three 
directors, each of whom is financially literate.
• R ecom m endation  4. The NASD and NYSE should require 
that the audit committee of each listed company adopt a 
formal written charter that is approved by the board of di­
rectors and review and reassess the adequacy of the charter 
on an annual basis.
• R ecom m en d a tion  5. The SEC should promulgate rules 
that require the audit committee to disclose in the proxy 
statement for its annual shareholder meeting whether the 
audit committee has adopted a formal written charter and, 
if  so, whether the audit committee satisfied its responsibil­
ities during the prior year in compliance with its charter.
The final group of recommendations address accountability 
mechanisms.
• R ecom m endation  6. The NYSE and NASD should require 
that audit committee charters for listed companies specify 
that the outside auditor is ultimately accountable to the 
board of directors and the audit committee as representa­
tives of shareholders.
• R ecom m endation  7. The NYSE and NASD should require 
that the audit committee charter for listed companies spec­
ify that the audit committee is responsible for ensuring the
10 ibid.
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receipt of a formal written statement from the outside au­
ditors delineating all relationships between the auditor and 
the company consistent w ith Independence Standards 
Board Statement 1. The audit committee also is responsi­
ble for engaging in active dialogue with the auditor with 
respect to any disclosed relationships or services that may 
affect objectivity or independence.
• R ecom m en d a tion  8. GAAS should require that a com­
pany’s outside auditor discuss with the audit committee 
the auditor’s judgments about the quality of the company’s 
accounting principles as applied to financial reporting.
• R ecom m endation  9. The SEC should require all reporting 
companies to include a letter from the audit committee to 
shareholders in the company’s annual report and in Form 
10-K annual report disclosing whether or not—
-  Management reviewed the audited financial statements 
with the audit committee, including the quality of the 
accounting principles applied and significant judg­
ments affecting the financial statements.
-  Outside auditors have discussed their judgments of the 
quality of those principles as applied w ith the audit 
committee.
-  Members of the audit committee have discussed the in­
formation described in the preceding two items in this 
sublist among themselves w ithout management and 
outside auditors present.
-  The audit committee in reliance on the review and dis­
cussions w ith management and the outside auditors 
pursuant to first two items in this sublist believes the 
company’s financial statements are presented in confor­
mity with GAAP in all material respects.
• R ecom m en d a tion  10. The SEC should require that the 
company’s outside auditor conduct a SAS No. 71 Interim 
Financial Review prior to filing Form 10-Q. Also, SAS No. 
71, In ter im  F in a n cia l In fo rm a tio n  (AICPA P ro fe ss ion a l 
S tandards , vol. 1, AU sec. 722), should be amended to
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require that a company’s outside auditor discuss with the 
audit committee or least its chairman and a representative 
of financial management the matters discussed in C om ­
m u n ica t io n  w ith  A udit C om m ittees  (AICPA P ro fe ss ion a l 
Standards, vol. 1, AU sec. 380), prior to filing form 10-Q.
Responding to the Blue Ribbon Committee’s recommendations, 
in October 1999, the NYSE, NASDAQ, and the American Ex­
change each filed proposed rule changes with the SEC that would 
amend their rules concerning audit committee requirements.
Help Desk—The above represents only a brief summary of the 
report’s recommendations. It is highly recommended that the 
report be read in its entirety. The reasons for the recommenda­
tions included in the full report can offer some useful insights 
to auditors, for example, when considering the effectiveness of 
a client's audit committees (that is, when considering the con­
trol environment pursuant to SAS No. 55). The full text of the 
report can be found at www.nyse.com/press/publications.html 
or www.nasd.com
Decimalization
Decimalization refers to the conversion of securities from frac­
tional pricing (eighths and sixteenths of a dollar) to decimal pric­
ing (dollars and cents). The SEC has established a timetable for 
completing this change to decimal pricing with a target conver­
sion date of June 30, 2000. Systems that currently compile, store 
or display using fractional pricing will need to be converted to re­
flect decimal pricing.
To prepare for the conversion to decimalization, various industry 
trade groups as well as SRO have taken active roles in addressing 
this change and preparing for the conversion. The NASD in its 
Special Notice to Members No. 99-39, discusses securities indus­
try efforts to prepare for decimalization. Also, the Securities In­
dustry Association has established a Decimalization Steering 
Committee to review the impact of conversion to decimal pric­
ing, along with four subcommittees: Implementation, Vendor In­
terface, Testing and Communication, and Regulatory Liaison. A
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number of issues that have been identified are minimum price 
variation (MPV), quoting and trading volume, new emerging 
trading strategies, and capacity issues.
References for Additional Guidance
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services listed 
in the table at the end of this document. M any nongovernment 
and some government publications and services involve a charge 
or membership requirement.
Fax services require users to follow voice cues and request selected 
documents to be sent by fax machine. Some fax services require 
the user to call from the handset of the fax machine; others allow 
the user to call from any phone. Most fax services offer an index 
document, which lists titles and other information describing 
available documents.
M any private companies, professional associations, and govern­
ment agencies allow users to read, copy, and exchange informa­
tion electronically through the Internet’s World Wide Web.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
This Audit Risk Alert replaces Securities Industry D evelopm ents— 
1998/99.
Auditors should also be aware of the economic, industry, regula­
tory, and professional developments that may affect the audits 
they perform, as described in the AICPA G en era l A ud it Risk 
Alert—1999/2000 (Product No. 022250kk).
Copies of AICPA publications referred to in this document 
may be obtained by calling the AICPA Order Department at 
(888) 777-7077 or faxing a request to (800) 362-5066.
The Securities Industry D evelopm en ts Audit Risk Alert is published 
annually. As you encounter audit or industry issues that you
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believe warrant discussion in next year's Audit Risk Alert, please 
feel free to share them with us. Any other comments that you 
have about the Audit Risk Alert would also be greatly appreci­
ated. You may email these comments to mkasica@aicpa.org or 
write to:




Jersey City, NJ 07311-3881
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APPENDIX
Federal Regulations Related to 
Money Laundering
The Bank Secrecy Act (BSA), enacted to address the problem of 
money laundering, authorizes the U.S. Department of the Treasury 
to issue regulations requiring financial institutions to file reports, 
keep certain records, implement anti-money laundering programs 
and compliance procedures, and report suspicious transactions to 
the government (see 31 CFR Part 103). Failure to comply with 
BSA reporting and recordkeeping provisions may result in the 
assessment of severe penalties. BSA defines “brokers or dealers in 
securities registered or required to be registered w ith the SEC” 
under the Securities Exchange Act of 1934 as financial institutions.
All securities brokers and dealers and government securities dealers in 
the United States are required under 17 CFR 240.17a-8 and 17 CFR 
405.4 to comply with certain anti-money laundering requirements. 
The most recent change to these was referenced in NASD-R Notice 
to Members 96-67 and 97-13 (see the next paragraph) regarding 
recordkeeping for transmittals of funds. In addition, the New York 
Stock Exchange, in Information Memorandum 89-5, provided infor­
mation to its members on reporting suspicious transactions involving 
money laundering to the government (discussed below).
NASD-R Notice to Members 96-67 and 97-13, Bank Secrecy Act 
R ecordk eep in g Rule f o r  Funds Transfers a n d  Transmittals o f  Funds 
provides information to National Association of Securities Dealers 
members regarding the Treasury’s amendments to the BSA, which 
facilitate tracing funds through the funds-transmittal process, ef­
fective M ay 28, 1996. For transmittals of funds of $3,000 or 
more, brokers and dealers of securities are required to obtain and 
keep certain specified information concerning the transmitter and 
the recipient of those funds. In addition, broker and dealers must 
include this information on the actual transmittal order.
Brokers and dealers of securities firms that are not subsidiaries of bank 
holding companies are not currently required under BSA to report
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suspicious activity either by employees or by customers to the 
Treasury Department. However, Treasury has announced that it will 
be proposing a similar requirement to all securities brokers and deal­
ers. Treasury encourages securities firms to voluntarily file reports re­
garding suspicions of money laundering and many of them are 
voluntarily complying with this provision, in anticipation of imminent 
rules. Securities subsidiaries of bank holding companies are required to 
report suspicious activity by the Federal Reserve (12 CFR 225). The 
Annunzio-Wylie Anti-Money Laundering Act of 1992 provides a safe 
harbor from civil liability for reporting financial institutions.
BSA implementing regulations require financial institutions includ­
ing securities firms to file currency transaction reports (CTRs - IRS 
Form 4789) for cash transactions greater than $10,000.
Other BSA rules governing the reporting of international trans­
portation of currency or monetary instruments (CMIRs - Customs 
Form 4790) and foreign bank and financial accounts (FBARs - 
Treasury Form TDF 90-22.1) have not been modified since 1989 
and 1987, respectively. However, on January 16, 1997 (see Federal 
Register), the Treasury issued a proposal to expand the statutory 
definition of monetary instruments to include foreign bank drafts.
According to the National Association of Attorneys General, 
thirty states have enacted legislation prohibiting money launder­
ing. Additional states are currently considering such legislation.
On July 13, 1998, the European Union proposed expanding the 
scope of Directive 91/308/EEC to require auditors and lawyers to 
report suspicious activity. This proposal, if  implemented as pro­
posed, would apply to the audits of the European operations and 
subsidiaries of domestic clients.
The International Organization of Securities Commissions in its 
“Objectives and Principles of Securities Regulation” obliges member 
states (Principle 8.5) to require securities firms to “have in place poli­
cies and procedures” to reduce the likelihood of money laundering.
For copies of BSA forms mentioned above and more information 
regarding anti-money laundering issues as they affect securities 
brokers and dealers, consult the FinCEN Internet site.
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